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PROCEEDI NGS

HEARI NG OFFI CER ESTES: CGood norning to
everyone. The hearing will now cone to order. W're
reconveni ng the hearing yesterday.

For those of you who nmay have forgotten this is a
public hearing related to the petition fromthe Wstern
United Dairynen requesting anendnents to the stabilization
and marketing plans for market mlk for the northern
California and southern California marketing areas.

W al so have four alternative petitions. And we
received presentations about those petitions yesterday from
Western United and the parties that presented the
alternative petitions to the Departnent.

We are now involved in the receipt of public
testinmony in regard to the petitions, and we are about to
concl ude this aspect of the hearing today.

The first person that we have in order for
testinony today for a period of up to 20 minutes is Mchae
Brown from National All-Jersey, Incorporated from
Reynol dsburg, Chio. So, you will have up to 20 mnutes; so
pl ease cone forward so | can swear you in.

Al so you mght note that the reporter that we have
today is Janes Ranpbs of Peters Shorthand. Again, as | said
yesterday, a copy of the transcript of today's hearing wll

be available for review at the Dairy Marketing Branch here
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in Sacramento at 1220 N Street, Room A-247. But if you want
your own copy of the transcript of today's hearing for your
own eval uation and use, you will have to purchase that
directly fromPeters Shorthand. |'msure M. Ranpos can
assi st you in that endeavor.
Wher eupon,

M CHAEL BROMN
was called as a witness herein, and after first having been
duly sworn, was exam ned and testified as foll ows:

HEARI NG OFFI CER ESTES: Coul d you pl ease state
your name and spell your last nane for the record.

MR BROM: You bet. Mchael Brown; it's spelled
B-r-o-wn.

HEARI NG OFFI CER ESTES: And coul d you identify the
organi zation that you represent.

MR BROMN: | represent National All-Jersey,

I ncor porated, of Reynol dsburg, OChio.

HEARI NG OFFI CER ESTES: And coul d you descri be the
nunber of menbers in your organization.

MR BROM: National All-Jersey is a producer
trade association of high protein ml|k producers. W have
99 nmenbers in California and roughly 780 nmenbers nationally.

HEARI NG OFFI CER ESTES: And coul d you descri be the
process by which your testinony was approved for today?

MR BROMN: CQur Board of Directors establishes a
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paraneter or policy in which we develop all our testinony
within, and then | personally devel oped our comments based
on that policy.

HEARI NG OFFI CER ESTES: All right. 1'mgoing to
introduce the witten copy of your testinony today as
exhi bit nunber 59.

MR BROMN:  Thank you

HEARI NG OFFI CER ESTES: And pl ease commence with
your testinony.

MR BROM: Good norning. Thank you for the
opportunity to testify at this hearing. Again, |I'mMchae
Brown, General Manager of National All-Jersey located in
Reynol dsburg, Chio. | have worked in the areas of dairy
econom cs and mlk pricing and policy for over 16 years.
Prior to ny nine years at NAJ | was enployed in the areas of
dai ry marketing and econonic policy for Ag-Nom cs Research
the Wsconsin Federation of Cooperatives, and the Nationa
M |1 k Producers Federation

Again, | ampresenting ny testinony on behal f of
National All-Jersey's 99 California nenbers, as well as our
780 nmenbers nationally. Also, our California nenbers
represent over 40 percent of our nenbers' total mlk
mar ketings, and they are |ocated throughout the State of
California.

National All-Jersey, or NAJ, is a national dairy
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producer organi zation that assists its nenbers in the
marketing of their mlk through the devel opnent of non-
regulated mlk pricing and prem um prograns, and by
representing the nmenbership on legislative and regul atory
i ssues in developing ml|k marketing regul ation and policy.

NAJ al so provi des technical and pl anni ng
assistance to plants on issues involving nmlk pricing, and
provi des market outl ooks and m |k pricing education
information to its menbership.

For the last 25 years NAJ has focused nost of its
resources on end product and conponent pricing issues. W
have al so funded research on cheese yield and m |k conponent
i ssues at several different Land Grant Universities.

We believe this hearing in general is a discussion
of proper price level rather than what conponents are to be
priced. As a result, we have no overall position on any of
the pricing formulas included in the proposals being offered
at this hearing.

However, NAJ has been very involved in every
federal order hearing involving conponent pricing, and have
al ways specifically presented or supported proposal s that
woul d price the sane nil k conponents to both producers and
processors.

As a result we are concerned with one portion of

the Alliance of Western M1k Producers' proposal which would
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add the follow ng | anguage to the California M1k Marketing
Branch rul es:

Section 300(E)(2)(c) according to their proposal

which 1"l state, "Wen the Departnment has the

capability to do so, cheese manufacturers shal
account to the pool for the actual true protein
content and actual whey solids content of producer

m |k processed as deternmined in 2(a) and 2(b)

above. "

Because the California M1k Marketing and Pooling
Branches are adm ni stered separately, we understand that
this | anguage woul d require cheese plants to pay into the
pool on a protein and other solids basis, once that becones
technically feasible; but would not require producers to be
paid for that protein through the pool

In effect, it would regul ate nost of the cheese
yield prem uns being paid to producers of high-protein mlKk,
and redistribute it based on milk conposition for solids-
not-fat, as is currently the case in California pooling
rul es.

W understand that the pooling rules could be
changed to redistribute paynents based on protein, but that
woul d require a separate hearing, and is, by no neans,
assured.

We believe that there woul d be several serious

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345
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consequences resulting fromrequiring cheese plants to pay
into the pool on protein while not allow ng producers to be
paid on the sanme basis.

One, nmilk plants that nake the best use of high-
protein mlk could not use premiuns to attract that mlk to
their plants. Cheese and cottage cheese plant efficiency
woul d suffer, and total producer revenue woul d decli ne.

Two, producers of high-protein mlk would have a
strong i ncentive to becone grade B producers and de-poo
their mlk in follow ng years. Mst Jersey producers have
l[ittle or no quota, and can return a higher income from
grade B mlk paid on a cheese yield basis than they would
fromremaining in the pool if their plants were required to
pay into the pool on a protein basis, but not pay out the
same way. In fact, this would have been true in 2002. The
past two butter-powder "tilts" have | essened the recent
differences in the class 4a and 4b m |k prices considerably,
and have made pooling mlk less attractive than in the past,
especially to producers of high-protein mlk.

Three, producers would al so be encouraged to seek
paynment progranms in nei ghboring regions outside the
California State Ml k Program \While this is perhaps not an
issue in the major mlk-producing region in the valley, it
is very much a possibility; and, in fact, already sonetines

happens in the extrene northern and southern parts of the
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state.

Four, The Alliance of Western M|k Producers
protei n paynent proposal is inconsistent with their publicly
stated goal to develop a mlk protein concentrate industry
in California. MPC, |ike cheese, adds val ue by renoving
water and lactose frommlk solids. It makes little sense
to adopt a m |k paynent programthat, through pooling
protein recei pts and payi ng themout on a nonfat solids
basi s, does nothing to encourage producer production of
hi gh-protein mlk. Such a program especially nmakes no sense
in a state where the majority of the mlk supply advocates
devel opnent of a milk protein industry and al so and the
greatest use of mlk is for cheese.

Nati onal All-Jersey believes the protein pricing
i ssue cannot possibly be addressed in the inconplete
approach offered by the Alliance of Western Dairynen, but
can only be adequately addressed if both the processor
paynent and producer pool issues are resolved
si mul t aneousl y.

In fact, we believe that if the California
i ndustry decides they want to consider protein pricing as
part of their paynent prograns, they should consider the
val ue contribution of mlk protein in all classes of mlk,
not just 4b.

Just a quick look at the price of nonfat dry milk

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345
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and | actose, which is essentially nonfat dry mlk w thout
protein or mnerals, shows the limted value of I|actose.
CDFA' s own cheese plant data, as discussed in the prehearing
wor kshop, seened to indicate | actose was as nuch of a

di sposal problemas a profit center.

W believe that the true value of dry nonfat dairy
products, whether whey, whey protein concentrate, mlk
protein concentrate or nonfat dry milk, conmes fromthe val ue
of protein, with a | esser contribution from cal ci um and
ot her minerals.

Thank you for the opportunity to testify at this
hearing. | would be happy to answer any questions you nay
have. And | also request the ability to file a post-hearing
brief.

HEARI NG OFFI CER ESTES: Al right. Yes, your
request for a post-hearing brief is granted.

Now, are there any Panel questions for M. Brown?

AGRI CULTURE ECONOM ST GOSSARD: M. Brown, you
didn't directly address the issue of the Van Sl yke equati on.
Wuld you be willing to answer a few questions about it?

MR BROM: Yes, | woul d.

AGRI CULTURE ECONOM ST GOSSARD:  Yesterday an issue
was brought up, does the Van Slyke formula work in cheese
plants that are using concentrated, fortified in-vat with

concentrated m k.
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MR BROMN: Fromour --

AGRI CULTURE ECONOM ST GOSSARD:  From your
experi ence.

MR BROM: From experience, yes, it does. Every
cheese yield programthat we've devel oped and adm ni st ered
uses the Van Slyke formula and different pernutations. W
have sone that use a nozzarella formula; nost use cheddar
They may use a different fat recovery; they nmay use a
different noisture. But they all use basically the sane
formula. And | can honestly say, particularly with all the
cheddars, they all use -- the protein portion of the formula
is essentially the sanme in every case, which is the sane
that's been used by the people here proposing the changes.

AGRI CULTURE ECONOM ST GOSSARD:  Yesterday | asked
a nunber of witnesses the basis for the 0.1 casein lost in
whey and the basis for the 1.09 other solids and cheese. 1Is
there a practical theoretical basis for either of those two
nunber s?

MR BROM: Actually there is. W'IIl start with
the 109, and that basically is a factor that accounts for
the other solids remaining -- first of all, when you nake
cheese, if you |l ook at the science of naking cheese, casein
i s what deterni nes how nuch cheese you're going to nmake.
And then the fat and the minerals and everything el se gl obs

onto the casein.
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10

W actually funded sone early cheese yield work at
Uah State with Tony Ernstromto help sort of prove that, |
guess you could say, or to reinforce it, because the Van
Slyke, as we all know, is very old.

And the 109s in that group represents the solids,
that's whey, some whey protein solids that may remain in the
cheese; also sone |actose that remains in the cheese. But
it's pretty nuch a standard factor. |In fact, every cheese
yield formula that I'mfamliar with that we use for cheddar
all use 109, whether in |daho, Wsconsin or wherever.

AGRI CULTURE ECONOM ST GOSSARD:  And the 109 has
been found nore accurate than, say, using 108 or 110?

MR BROM: It's standard practice. Again, a lot
of that early cheese yield work, particularly in Idaho, cane
out of Utah State research. But | know of no plant
personal ly that has changed that factor. They may change
noi sture, they nmay change fat recovery, but they have not
changed that factor.

The -.1 factor cones fromthe fact that it's got
to do with casein recovery. Basically what that formula is
saying, all the casein but .1 pounds of it per cw of mlk
has been recovered in the cheese vat.

Sone people use a factor of .96, which can take
mlk that 3-0-2 protein or 3-2 crude protein cones out to

roughly .1. The issue is vat efficiency. And the nore
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11
protein you have in the vat, as you add casein to a vat of
cheese or protein, which, of course, contains -- mlk
protein, you |lose -- the amount of casein that's lost in the
whey is actually pretty constant at that point, one pound.
Again, a lot of that comes fromUah State research, and
then agai n, plants have continued to adopt that.

And that's one of the reasons why you concentrate
mlk. Because if you add protein to a vat, the percentage
of casein lost in the whey drops as protein tests of the vat
goes up.

So one of the things when I'mmmarketing ny mlk to
the plants trying to devel op a prem um program vat
efficiency is a very big part of some of that advantage.

Anot her place where |'ve seen that a lot is in
cottage cheese. And because cottage cheese is -- cottage
cheese, by the way, is basically casein curds. | nean
that's what it is, it's casein and water. And you
definitely, with lower protein in vats, you al so have a
probl emw th shedding of the curd and you have trouble with
curd quality. And so that's why a lot of your cottage
cheese is also fortified for the same reason

And it's just that that | oss tends to be a
constant rather than vary with tests. So if you have 4
percent protein mlk with 3 percent protein nmlk, you're

going to lose roughly a tenth of a pound of casein in the
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whey per cwt of mlk, regardless of that protein test. From
ny experience.

AGRI CULTURE ECONOM ST GOSSARD: (Okay, so while
sone people use a 96 percent recovery on the casein instead
of the .1, fromyour experience the .1 is a much nore
accurate representation?

MR BROM: | think it is nore accurate, fromny
experience, and certainly fromindustry practice. That
being said, in the normal range of protein mlk it isn't
that big of a difference. But when you're dealing with
like in our case, high solids mlk, if you're going to
really fortify a vat, that difference can be quite
significant.

AGRI CULTURE ECONOM ST GOSSARD:  Thank you very
nmuch.

MR BROMN:  Thank you

SENI OR AGRI CULTURE ECONOM ST ERBA: M. Brown, on
page 3 of your testinony you speak to some consequences of
having a systemin place as suggested by the Al liance of
Western M1k Producers, and point to you speak of high
protein producers having incentive to de-pool their mlKk,
becone grade B producers.

Have any of your nenbershi p done that?

MR BROMN: They have in the past. They haven't

this last -- there's no incentive to now unless they're
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13
worried about the 4b price being | ower than 4a, overbase
bei ng | ower than 4b.

They have in the past nore because of an ease of
use. A lot of our -- as a percentage, the |arge percentage
of our producers are at grade B in northern California. |'m
not sure it's the largest volune of mlKk.

But, looking at that, and |'ve actually just been
doi ng sonme work on that northern California area, |ooking at
some marketing options for them What we find is that the 4
cheese yield fornmula, and they have a hi gher nake al |l owance
there than they do here in the Valley because there's |ess
conpetition, the 4b cheese fornul a out pays the overbase even
| ast year by a significant anount of noney.

And if you take away the ability for a plant to
pay a cheese yield premumto grade A mlk because they're
forced to pay that protein as part of the pool, they aren't
goi ng to have additional revenue to pay that to producers.
That premiumwi |l change, and so those producers, |ooking at
their net revenue, are going to be ahead just to go grade B
and get the cheese yield fornmula.

Because that premiumis nmuch | ess an advant age of
bei ng overbase -- | nean nuch greater. |In fact, it's triple
| ast year.

SENI OR AGRI CULTURE ECONOM ST ERBA:  Just based on

your nenbership, can you give nme an i dea of how rmany woul d
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have been doing this over the past few years, a percentage?

MR BROM: Ch, well, let's look at -- pretty
small. Again, it hasn't been an issue because they get that
prem um based on the 4b price, even if they're pooled. So
it's pretty small. 1In fact, because 4a has been so high the
| ast several years we've had sone peopl e becone grade A
agai n.

Every Novenber and Decenber | get calls, nostly
from Hunbol dt County, on whether | should be grade A or
grade B this year. And this is the first year |'ve said
don't think it matters. That's been ny personal advice. W
provide m |k marketing advice, and said, do what you see
appropriate. |It's going to cost you $15,000 to becone grade
A, this isn't the year to probably worry about it.

But where | do cone down, where the issue is for
us on this, M. Erba -- Dr. Erba, would be if you rmake -- if
the plant is ineligible -- say, for exanple, our cheese
yield formula is going to vary. But in the case of northern
California, our producers' average cheese yield premumis
going to be sonewhere between 90 cents and $1.50, depending
on the mlk price, because that's all related.

And if the pool advantage is going to be 20 or 30
cents, and if you do pool you can't get a cheese yield
premum it's pretty sinple arithnetic that fol ks are goi ng

to be pooling. And | think that they -- and I'Il advise
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themto. M goal is to inprove their revenue the best |
can. And that would be their best bet.

SENI OR AGRI CULTURE ECONOM ST ERBA: Sure. Thank
you.

DAl RY MARKETI NG BRANCH CH EF | KARI: | just have a
coupl e questions. On that sanme point that Eric was just
asking a question on, you nmake a statenent: Mst Jersey
producers have little or no quota.” On what basis, or what
factual basis do you have?

MR BROMN: | know of one that has nmore than 5
percent of their mlk supply in quota.

DAl RY MARKETI NG BRANCH CHI EF | KARI: O the Jersey
producers --

MR BROM: That are ny nenbers.

DAI RY MARKETI NG BRANCH CHI EF | KARI:  Yes, okay.

MR BROM: | will be honest with you, | have not
done a formal survey. | also know fromthe standpoint of,
guess | have nore experience with that in northern
California, because we're |ooking at some m |k marketing
options that may involve being grade B, | have none in
northern California that have nore than trivial anount of
guot a.

DAI RY MARKETI NG BRANCH CHI EF | KARI:  You haven't
any idea of how many of the Jersey producers, what

percentage are nenbers of your organization?
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MR BROMN: | don't. Just based on what we know,
and | guess you can look at DH information, | would say
it's probably, there are nenbers probably 70 percent of the
m |1k val ue, and probably 40 to 50 percent of the Jersey
producers. That's a rough guess. | don't want to -- | mean
if you want ne to look into that, I'll try to come up with a
better nunmber. But that would be a wild guess just based on
what | know about this industry.

DAI RY MARKETI NG BRANCH CHI EF | KARI: W tal ked a
lot, or you --

MR BROMN: That's California.

DAl RY MARKETI NG BRANCH CHI EF | KARI: That's
California?

MR BROMN:  Yes.

DAI RY MARKETI NG BRANCH CHI EF | KARI :  Ckay.

MR BROM: It's actually higher here than in nost
parts of the country. Qur nenbership percentage

DAl RY MARKETI NG BRANCH CHI EF | KARI: W tal ked a
| ot about protein, and your testinony refers to protein and
cheese. What other dairy products are paying prem uns,
fluid mlk processor paying prem umfor protein?

MR BROM: Not here, no. Wiere we see protein
prem unms or -- prenmuns, and again it depends where you are
in the country, is nostly, of course, as you would guess, it

woul d be cheese; sone degree cottage cheese. W actually in
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the case again, we're talking overall premuns here. Fat,
it's ice creamin the mdwest. Actually our best market for
mlk right nowis in lowa, the ice cream plant, because
they' ve got such a big fat premium Because | ook at the
cost of bringing fat fromthe west coast.

But it's nostly cheese. But keep in mnd half the
US. mlk supply nowis used in cheese. That's a huge
market for us. And we've been fortunate, we've experienced
growt h because of that, because of that demand for protein,
and paynent for it.

So nost of it is cheese. W have no, at this
point, plans for fluid plants on protein. W do have fluid
plants in the federal order systemthat buy Jersey mlk
because under the federal order programthey pay fat-skim
and they -- that protein at no additional charge. And
they'Il pay a plant premumto bring in that Jersey mlKk,
but they don't pay a specific protein prem um

W have several. It actually has caused nme sone
probl ems, plants that have cherry-picked high protein mlk
producers for fluid because it gives thema better product.

DAl RY MARKETI NG BRANCH CHI EF | KARI: How do you
reconcil e producers, and | understand that you're there to
hel p t hem get as nmuch incone as possible, but how do you
reconcile that the producers that have high protein who are

shi pping to cheese plants are getting prem uns, but at the
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same tinme they could be drawing, or in some cases,
wi t hdrawi ng fromthe pool and getting those revenues from
the class 1, 2 and 3?

MR BROM: Well, every producer who wants to
pool, and of course you're nust stricter on that in
California than nost federal orders, has the ability to draw
fromthe pool

We get prem uns because our mlk adds value. If
you take Jersey standard test mlk versus 3-5-8-7 nmilk, and
I'd like to comment, too, it's inpossible to do cheese
yields with SNF nunbers, because SNF doesn't nake cheese,
protein and casei n nmake cheese, but that's what we have for
data in California, so we struggle with it. |[|'mvery
appreciative that Dr. Tong at |east did a nice research
project, is a little better grasp of what we have

W add value. Qur mlk yields about 20 to 25
percent nore yield out of a vat than standard test mlk
does. Also our mlk, as a result of that, and of course
there's nore revenue -- your system as it currently exists,
doesn't recogni ze that added val ue.

"1l also note from experience to plants buying
powder. Cheese plants are getting rmuch nore sophisticated
when they're buying dry ingredients on what the content is.
For exanple, | work with one plant in Oregon that gets a

premumfor their nonfat dry m |k because it's higher
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pr ot ei n.

DAl RY MARKETI NG BRANCH CHI EF | KARI: Well, let ne
ask a question.

MR BROM: And so -- so that value is there. And
capturing it in the pool to me isn't near the issue of
capturing it and then not reinbursing it to the peopl e that
are contributing to that higher val ue.

DAl RY MARKETI NG BRANCH CHI EF | KARI: | under st and
that point. Mybe |I should ask the question this way. 1Is
there sonme obligation, if you're going to take the poo
bl end price whether it's quota or overbase, to serve the
hi gher usages?

MR BROM: Well, what's a higher use? | nean --

DAI RY MARKETI NG BRANCH CHI EF | KARI:  Well, the
class 1 or class 2 is a higher val ue.

MR BROMAN: No, not necessarily. Not net val ue
per cwt of mlk. | would argue that's not the case.

| mean, again, depending on what your class -- in
your case, case 2 and 3 price levels are versus class III,
when you have Jersey nmilk that's 25 percent nore valuable in
class I'll than your reference test mlk, that would nean
that, again, depending on the products. Now in cottage
cheese, going to Crystal for cottage cheese, yes, | would
say that that would be true

But if it's going -- if you want to naxim ze
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revenue, total revenue in the system and the greatest added
value of that mlk is in a protein yield base product, or in
a product even, for exanple, MPC, which is basically a
protein product, which of course you don't nake yet, but
it's certainly under strong consideration, that mlk, that's
al ways going to contribute the nost val ue.

It would nmake little sense to nove Jersey mlk --
Jersey mlk is worth 2.50 nore in cheese because of that .6
of additional SNF, which is all protein. And you nove that
mlk into fluid, and say the SNF price is 80 cents; .86,
that's 48 cents. You want to maxim ze producer revenue, it
nmakes no sense to nove that mlk into fluid. That mlk wll
maxi m ze total producer revenue at a greater rate going into
a cheese vat.

So | would argue it doesn't. And it also frankly
wor ks the converse way, the way you price -- mlk is priced
on 4b in this state overvalues |ow protein mlKk.

DAl RY MARKETI NG BRANCH CHI EF | KARI:  Well, how
woul d you --

MR BROMN: Because -- soO --

DAl RY MARKETI NG BRANCH CHI EF | KARI:  How woul d you
respond to the Hunboldt's testinony, M., what's his nanme --
M. Leonardi, who testified yesterday, about the producer
who shipped to a cheese plant to draw a prem un? And he was

tal king about the inequity in that system 1'd |ike to get
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your perspective of that.

MR BROM: If a producer produces a product that
has hi gher val ue shoul dn't they be recogni zed for that? |
nmean | never thought the idea of regulated pricing, and
don't think you look at it that way based on your price
| evel s, needs to reflect every cent of every value of every
pound of mlk that's sold. O frankly, | don't think about
pounds of mlk, | think about pounds of mlk conponents,
because that's where the value is.

I've yet to neet a plant that says, gosh, | need
nore water. Even fluid plants, particularly in California,
don't need nore water. |t costs noney to nove water; it
costs noney to renove water from plants.

So ny viewis the added value is there, why should
not producers be rewarded for that added val ue. Because
your current systemdoesn't do that.

I think the other question you have, long term
froma policy perspective, and this is one of the reasons
again we've had a | ot of support because we've advocated
protein pricing, but we're certainly too little to do it on
our own, we've had lots of friends support us, co-ops,
private plants, a ot of who are in this room

And the reason is is that protein is the conmponent
of the highest value in mlk. | nean, just |ook at world

markets for any conponents. Just take a bunch of product
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prices and do regressions. You can find out quick what
wei ght goes on protein. It's very very high

And so it doesn't, to ne, make sense to tell a
producer don't produce protein, produce SNF, when that
| actose is not what's adding value to the products, it's the
pr ot ei n.

So, | amnot saying that, obviously reading ny
| ast paragraph, |I'mnot saying you shouldn't price on
protein, but | don't think you should discrimnnate by
pooling it and then not letting the producers that
contributed that added value, that yield, those total
dollars in the system not being paid that back to
producers.

And frankly, what will happen if that happens is
that we'll have to de-pool. And I'mnot -- | don't think
that's the best system | think it's best to have a system
where everybody participates. But we'll be forced to it.
And I'Il encourage ny nmenbers to do it. And in some cases |
can build outside nmarkets, even -- frankly even the -- if
you were to regulate protein pricing on cheese nmilk and not
pay it out back to producers, you' d be the only regul ated
systemin the country ever to do that, to regulate a protein
conponent and not pay it back to producers at that protein
rate. You'd be the first tine. And | guess |I'd have a very

difficult tine for supporting it.
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And second of all, encourage ny nmenbers to go
along with it. Because they're the reason that cheese yield
is there. The reason sone of the plants in California have
110 percent cheese yield, in the case of one 120 percent
cheese yield, conpared to average mlk is because of that
protein fromJersey cows, or Brown Swi ss cows, or even high
protein Hol stein cows.

And to me it doesn't nmake a whole [ot of sense to
turn around and tell the producers, and what is by far your
fastest growi ng sector of your industry, that protein
doesn't matter. | view this proposal, although |I don't
think it's necessarily ill-intentioned, |I think that | guess
I"mquite confident that we would see proposals for pooling
that would put protein back to producers. And perhaps from
the Alliance, as well. | think it would be dangerous to do
that the way your systemis set up one step at a tine,
because it's what, you know, it costs nore noney to nake
mlk that's high protein. And our systemis built to reward
t hat .

W are growing in California. W're, by no neans,
the majority breed, so | don't think that we're -- frankly,
| don't think we're quite as conpetitive on the farm
managenent side as we need to be. | think we're naking
great progress there, as well. But, if you want people

produci ng what costs nore to nmake, and protein is the nost
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expensi ve conponent to make, based on nost research you're

going to look at, then you have to recogni ze that and pay

for it.

DAl RY MARKETI NG BRANCH CHI EF | KARI: Ckay, thank
you.

MR BROMN:  Thank you

AGRI CULTURE ECONOM ST GOSSARD: | have a fol l ow up
question. |In answer to a previous question you said higher

protein in fluid products gives processors a better product.
What is the advantage of having higher protein in fluid
product for the processor?

MR BROM: Well, again, functionality, flavor,
full ness of body, particularly in skimproducts. Again,
where |'ve dealt with this the nost is in New York State
where when we went to conponent pricing, particularly since
a couple of cheese plants in northern New York, there was a
ot of hauling costs to get the mlk there, there was one
Jersey co-op where the entire co-op is now shipping to a
fluid plant in Syracuse.

But | deal with it in the southeast. | deal wth
it inthe southeast all the time. Fluid plants,
particularly in the sumer, they want those solids because
it gives thema better product.

In the case of Californiait's even a little

nore -- a couple exanples here, M. Gossard. |In the
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southeast it gives thema better product; it gives thema
full er bodied product. Again, the federal standards, and
I"msure you all know, is 8-2-5 for solids. But no one
really wants to sell 8-2-5 mlk because it's not very nice

And agai n, sonething that has been brought up

too, the ratio of protein -- the relationship between
protein and SNF is not a ratio. |It's a linear line
equation. And if you -- one place you can find that if you

go to the upper mdwest, federal m |k nmarketing order site,
M. Sebastian has done a couple different studies |ooking at
conposition of mlk and | ooking at the rel ati onshi ps between
t he conponents. And the highest correlation is protein to
SNF, and it's a fixed nunber which is 5 -- last year | think
it was 5-4-7, surprise, surprise. Wiat is that? Lactose
plus a factor tinmes protein.

And so when you buy high protein mlk you get
better mlk. |In California same kind of thing. | think
nost plants would say that nore protein | ess |actose and ny
fluid product is better. And we definitely see that, even
out here. Fluid plants Iike Jersey m |k when they can get
it, although if you're a multi-use conpany, for exanple,
like Crystal, who by the way has bought Jersey mlk for many
many years frommy experience, they try to use that in
cottage cheese, again, because that's where the highest

yi el d advant age is.
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The other place we see it is in ice cream because
you can use nore whey in your ice creamnmx if you have high
protein mlk. Because your protein-to-lactose ratio is
hi gher. One of our jokes at Jersey is that all this talk
about -- protein concentrate, and we certainly agree that's
a very serious issue, the definition is 40 percent protein.
That cones out of our cow. W make MPC. You take the
famly of Jersey milk, you got about 40.5 percent protein.

So, you know, plants figure out howto use that to
their best advantage. And particularly | would argue in the
federal orders they don't pay for it. At least directly.

W have a lot of conpetition for our mlk between fluid and
cheese guys. And sonetines it depends on the narket.
Sonetinmes it goes to the cheese market, sonmetines it goes to
fluid, depending who's going to pay the nost for it.

AGRI CULTURE ECONOM ST GOSSARD:  Thank you.

HEARI NG OFFI CER ESTES: Do we have any nore
gquestions? It seens |like we do not. Thank you for your
testi nony today.

MR BROMN:  Thank you.

HEARI NG OFFI CER ESTES: Next we have WI | iam Van
Dam of the Northwest Dairy Association.

Wher eupon,
WLLIAM C. VAN DAM

was called as a witness herein, and after first having been
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duly sworn, was exam ned and testified as foll ows:

HEARI NG OFFI CER ESTES: Coul d you pl ease state
your nanme and spell your |ast nane.

MR VAN DAM M nane is Wlliam C Van Dam | ast
nane is two words, V-a-n D-a-m

HEARI NG OFFI CER ESTES: And coul d you identify the
organi zation that you represent.

MR, VAN DAM Today |'mrepresenting Northwest
Dai ry Associ ati on.

HEARI NG OFFI CER ESTES: And coul d you descri be the
nunber of menbers in your organization.

MR VAN DAM  Northwest Dairy Association has
approxi mately 600 nenbers operating i n Washi ngton and
Oregon, and actually five of themare in California. And
those are shipping to the Pacific Northwest order. And
anot her approxi mately 100 nmenbers in the western order
located all of themin Idaho -- I'msorry, lIdaho and a few
in eastern O egon.

HEARI NG OFFI CER ESTES: Coul d you descri be the
process by which your testinony was approved for today's
heari ng.

MR VAN DAM This testinony was produced by
nmysel f operating with Doug Marshall, who's Senior Vice
President at Northwest Dairy Association; and with

additional help from Dan MBride, who provides statistical
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hel p.

HEARI NG OFFI CER ESTES: | have a copy of your
testinony today, as well as an appendix. And I'll introduce
the testinony into the record as exhibit nunmber 60, and the
appendi x shall be introduced into the record as exhibit
nunber 60(a).

And so please proceed with your testinony.

MR VAN DAM M. Hearing Oficer, if | mght, if
you could give ne a ten-nmnute and a five-ninute-fromthe-
end war ni ng?

HEARI NG OFFI CER ESTES: Sure. Certainly.

MR VAN DAM |'ve got this feeling that it won't
quite fit within the 20 mnutes, and there's sone stuff at
the end I would like to nake sure gets into the record.

My nane is WlliamC Van Dam | amtestifying
today on behal f of Northwest Dairy Association. NDA is
often referred to as Darigold. NDA is a cooperative
associ ation which acts as a handler in both the Pacific
Nort hwest federal order nunber 124, primarily Oregon and
Washi ngton; and the western order nunber 135, which is
primarily |daho and Ut ah.

Currently NDA ranks as the fourth largest dairy
cooperative in this country.

NDA i s the parent conpany of WstFarm Foods which

operates nmany plants in both federal orders. 1In total
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West Far m Foods operates four nmilk bottling plants, four
nonfat dry mlk plants, one byproducts plant, and one |arge
cheddar cheese plant in Sunnyside, Washington

It is very unusual for NDA to participate in a
hearing held in California, and we greatly appreciate the
opportunity to testify today. It is not our intent to nmake
or support any specific proposal. But it will be clear from
our testinony the kinds of proposals we believe nake the
best econonic and | ogi cal sense.

Primarily we are here to put in the record of
t hese proceedi ngs sone observations that we believe are
relevant to the long-term success and well being of al
dairymen located in the western states.

Al'l producers of mlk in the western states are in
a simlar econonmc boat. |In states where NDA operates,
Washi ngton, Oregon, lIdaho and California, all produce far
nmore milk and mlk products than can be sold to their own
popul ations. |ndeed, the conbi ned production of these four
states far exceeds the needs of the conbi ned popul ati on of
the entire region.

The sinple truth is that our region nmust sel
| arge quantities of dairy products to the eastern half of
this country where two-thirds of the popul ation resides.

It is, of course, the residual hard storable

products that are the easi est and cheapest to nove the
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di stances required. W in the west, those of us in the
federal order, as well as those in the California system
nmust sell our product to the sane custoners, and we both
have to sell all our product.

To further illustrate how sinilar are the
ci rcunst ances facing producers in California and Washi ngt on,
we have used the magi ¢ of Mapquest to determ ne the
di stances involved in reaching the narket.

NDA' s cheese plant is in Sunnyside, Washington
The largest single plant in Californiais Hlnmar. The
destinati on chosen for representing the eastern custoner
base are Chicago, Illinois for the northeastern part of the
country, and Altanta, Georgia for the southeast.

You'll note on the table there that from Sunnyside
to Chicago is 1971 nmiles; Hilmar to Chicago is 2159 nmles; a
difference of 188 mles. The 188 miles on that long of a
tripis not a big difference in distances.

| was surprised to see when | cal cul ated up
Atlanta, Georgia, that the distance is only two niles apart,
showi ng that we have al nost exactly the sane distance to
reach the sane customners.

Sone of the many other areas of simlarities
between California and the dairy production areas of
Washi ngton, Oregon and | daho, which NDA represents, are both

have large, efficient dairies, high production per cow,
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decreasing class 1 utilization of mlk, increasing total
production of milk, increasing percentage of mlk going into
cheese, butter and nonfat dry mlk, and relatively |arge new
and efficient processing plants.

This is not intended to be, nor is it, an
exhaustive list of simlarities. The differences, on the
other hand, are fewer, and for all intents and purposes are
limted to those caused by the differing market regul ation
syst ens.

California uses its own statew de pooling system
to regulate their dairy industry; and we are inpressed with
the way your system worKks.

The States of |daho, Washington and Oregon are, of
necessity, part of the federal milk narketing order system
We say of necessity because while these states share all the
features of relative isolation that allows California to
have its own pricing, they are three separate states. And
as a practical matter, cannot operate state orders.

The Interstate Commerce clause of the U. S
Constitution is, without a doubt, a very inportant part of
what nakes the United States of Anerica a great country.

But it does get in the way of local regulation of mlk
mar ket s.
Participants in the California pricing system have

per haps grown weary of the criticismdirected at California
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by all other sectors of the national dairy comunity. W
may surprise you by stating there are very inportant parts
of the California systemwhich we, in the northwest, admre
and even envy.

First, in your systemyou can petition for
notice, hold and issue findings for a public hearing at a
pace we in the federal order can only dream of

Second, the issue of producer-handl ers has been
neatly handl ed over the 33-year |ife of your pooling plan.
Whereas that issue remmins unresolved in the federal orders,
and thereby threatens the fundanental purpose of the federa
order system

Third, you have been able to establish fluid mlk
standards that are progressive, logical and fair to all
parties.

And fourth, the itemwe admre the nost is the
explicit recognition of the fact that the west is nowthe
residual supply of milk in this country. And that a |ogica
pricing systemhas to recogni ze that the cost of noving
product to eastern nmarkets nust be factored into producer
price formul as.

The cl earest expression of California' s approach
to this is your butter formula where a transportation
differential of 4.5 cents is deducted fromthe Chicago

Mercantil e Exchange price prior to calculating the butter
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fat price. Wiether the 4.5 cents is the right nunber or
not, sone such distance factor is necessary if mlk going to
manuf acturing uses is to be valued properly froma m dwest
basi ng poi nt.

W note that a transportation is nearly as clear
and is equally logical when the nonfat dry mlk prices are
based on the actual sales price fob California plants.

Unfortunately, your California 4b formula is not
quite as clear in making the same point about a
transportation factor. W suggest it is to the advantage of
everyone, both in the California and the federal order
systens, for the thinking behind each el enent of the formula
to be clear, so that the differences can be under st ood.

USDA does earnestly consider work done in
California, such as the yield studi es and make-al | owance
surveys. W encourage both systens to | ook toward each
ot her because nuch can be | earned by each party fromthe
experiences of the other

That process is nost useful if all the thinking
and | ogic about the fornmula values is clear in the formul a
and clearly discussed in the findings.

W urge CDFA to do so, and we will encourage USDA
to nore clearly articulate its thinking and rational es.

W nust have a fire in the kitchen or sonething.

MR, SPEAKER  The Fire Marshal checking out this
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room

MR VAN DAM Wl 1, we haven't got a big crowd.

Appendi x 1 attached to this witten testinony
provi des a discussion, including exhibits, are the factors
t hat have caused the price of the class 4b mlk in
California to be msaligned with the federal order class 11
price. This appendix will not be read into the record, but
we request that it be included as part of the officia
record of this hearing. And that is an exhibit marked
60(a) .

The followi ng testinony will highlight and
sunmari ze the material included in the appendi x. Base price
i ssues. Over tine there has been little difference in the
average base market price used by California, CME block
conpared to the average base price of the federal order
formula, the so-called NASS average, of the bl ocks and
barrels.

Over the 36 nonths of the operation of the revised
federal order fornulas begi nning January 1, 2000, there was
only an average difference in the base price used between
the two systens of .8 of one cent. The CME bl ock averaged
$1.25.6, and the NASS wei ght ed average was $1. 24. 8.

Because the California fornmula deducts 1.2 cents
fromthe base price, the effective difference in the

fornmulas was just .4 of one cent.
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However, there were |arge differences in somne
nont hs. The biggest differences between the announced
California class 4b price and the California order class 3
price occurred when there were rapid changes in the CME
bl ock prices. The CVE prices reflected inmrediately in the
California 4b price.

But the NASS price typically lags the nmarket by
ten days to two weeks. In Cctober 2001 the resulting
California class 4b price was $2.30 per cwt bel ow the
federal order class IIl price. Cdearly this is an extreng,
but large differences were not that unconmon.

In Cctober 2000 the California class 4b was $1.01
lower; and in February 2002 it was $1.23 | ower.

In fairness, we point out that over tinme these
wi de disparities, which all occurred at tines of rapidly
falling prices, are cancel ed out by the opposite, but never
as dramatic, results when the cheese prices are rising.
These timng differences do cause market disruption and
turnmoil. For that reason we urge CDFA to consider ways to
bring the two prices in closer alignment.

In addition to the pure timng differences there
can be, over short-run periods, unusual differences in the
rel ati onship of block and barrel prices that can cause great
distortions in a given nonth. That occurs because the

federal order formula considers both bl ocks and barrels,
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while the California considers only bl ocks.

Over tinme the price differences between bl ock and
barrel cheese have traditionally sel f-adjusted. But
occasi onal market oddities can occur. A case in point is
the period fromlate August through early Cctober of 2002,
whi ch was a protracted period during which the bl ock market
stayed about 10 cents per pound over the barrel market.

California prices, being tied only to the block
mar ket, nmoved up to levels that were, for two nonths,
slightly above the federal order class IIl prices. In our
col l ective nmenmory we cannot recall another period of tine
when the bl ock price stayed so high above the barrel for so
long. Although we may be seeing the start of another such
period this nonth.

And | depart fromthe text just for a nonent to
say | checked the market for yesterday and there was a 12-
cent difference as of yesterday. The big spread started
| ast Friday, or Thursday maybe. So we may be in the sane
ki nd of period again.

HEARI NG OFFI CER ESTES: M. Van Dam you have ten
m nut es.

MR, VAN DAM  Thank you. 1'mdoing good. That
operation last fall had the effect of raising California 4b
price quite significantly. Wthout this aberration the 2002

average price advantage held by California cheese
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manuf acturers over those in the federal order would have
been even bi gger

W respectfully observe that it is inconplete for
the base price used in California 4b formula not to include
barrel cheese. Over 60 percent of the cheese reported to
the NASS is barrel cheese; and the CDFA reports that 45
percent of the California cheddar production is barre
cheese. It strikes us as risky that California would let so
much pricing ride on such a small portion of the avail able
mar ket information, and thereby ignore a large part of the
comodi ty narket.

W respectfully suggest that it would make good
sense for California to use the barrel cheese factor used by
the rest of the country.

Since there is no hearing proposal before this
hearing to deal with these issues, these observations are
of fered as food for thought. W have detected a strong
desire on the part of our friends in California to stay with
the CME bl ock price. However, if there is no long-term
negative inpact, and if there is sone benefit in nore
closely aligned pricing, and sone i nproved orderliness in
mar keting, we respectfully suggest the idea is worthy of
added di scussion in the future.

Formul a i ssues. While the use of different market

references to establish the narket price for cheese often
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accounts for substantial differences between the two
systens, the nore fundanental reason for price msalignnment
is that California does not include a value for whey.

Using the final order formula we have cal cul at ed
for each of the previous 36 nonths the value of whey in the
federal order class IIl fornmula. For all of the year 2000
this added only an average of 16.6 cents per cw to the
class Ill price. But in 2001 the whey val ue added was 67.4
cents. In 2002 it dropped back to 23.2 cents per cwt. This
is a pretty inpressive fluctuation in prices which results
in significant differences in the two announced prices.

What ever the normal rel ationship has been between
California 4b and federal order class Ill over the |ast
three years, it was about 45 cents nore per cwt in 2001
sol ely because of the increased val ue of whey solids.

During that year the ability of California cheese
plants to directly benefit fromthe high price of whey neant
that their cost of raw m |k used to make cheese really cost
California plants 45 cents per cw |ess than intended. That
is 4.5 cents per pound of cheese. Al of us who have ever
participated in the marketing of cheese recognize that as a
huge advant age.

One other way to ook at this increase is that the
same effect would have been created if the plants in

California had been handed a 25 percent increase in their
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make al |l owance. This 4-cent-plus increase in nmanufacturing
margin given to California plants has a very famliar ring
toit.

Three years ago NDA was honored to have been
desi gnated supplier of the year as a provider of bl ock
cheese to a nmajor grocery chain headquartered in the eastern
hal f of this country. It was a great honor to be recognized
for the quality of both the product and service. This is
usually interpreted as a sign that there is a special |ong-
termrel ationship between the seller and buyer.

Early last year, 2002, this sane conpany notified
NDA that in order to keep this sanme business we woul d have
to drop our prices, conpared to the CMVE, by coincidentally,
4 cents per pound cheese. You have probably guessed that it
was a California conpany that had pitched the | ower prices.

Trying to reason this through will nake your head
spin. But to keep the business NDA woul d have had to give
up about 25 percent of the nake allowance all owed under
federal order fornulas while the California plant can offer
that price and not give up any of its nake all owance.

As others have said, unless there's relatively
close price alignnent between California and the federa
order systemon both the butter powder and cheese, neither
systemis likely to survive.

I f considered | ong enough one will concl ude that
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the historical price msalignnent represents an inpossible
pricing dilemma that will do two things. First, the
favorite conpetitor will always get the business. And
second, prices will always be pressed down nore than they
need to be.

NDA has not been bashful about the fact that there
nmust be better alignnent between prices in California and
the federal order. O NDA nay be forced to consider voting
out the Pacific Northwest federal order. This would be an
unfortunate result and is not a good solution for anybody,
but the box we are in is extrenely confining.

Price misalignment is a problemwhich both the
federal and California systens have recogni zed, and one
which we respectfully suggest is in everybody's interest to
sol ve, whether California noves closer to the federa
system or vice versa

HEARI NG OFFI CER ESTES: You have five m nutes.

MR VAN DAM  Thank you. There is nothing that
CDFA can do at this hearing to change the class 3 forml as.
But there are two things that coul d happen at this hearing
whi ch woul d hel p ease the transition and provide a roadmap
toward noving the California and the federal order systens
cl oser together in ways that woul d benefit both systens.
The two things are alignnent and clarity, and they are

closely intertw ned.
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W respectfully urge California to clearly and
explicitly identify during this hearing process each factor
and its fornmula so that the entire dairy industry can better
understand the differences between the two systens.

Earlier we praised the clarity of the California
formulas for butter and nonfat dry mlk. W find the
California 4b fornmula to be less clear in its narket
adj ustnent location value, and it had not discrete val ue of
whey i ncl uded, which conbine to nake it inpossible for the
federal order fornula to align with California.

Sorme of our friends in California have told us
t hey suspect that the California forrmulas were intentionally
restrictive on plants to make up for the fact that there was
no whey factor. W would all be better off if a whey factor
were explicit, and if the other factors, the nake all owance,
the yield and nmarketing adjustnents were all accurately and
clearly outlined in the forthcom ng deci sion

The current 4b fornula loses clarity in that the
mar ket adj ustment factor included is not based on fact, or
at least not on the current fact. It seems clear to us that
the reason sone processors in California are willing to
accept an obviously incorrect narket adjustnent is because
they recognize that in return there is no recognition in the
formula for the val ue of whey.

W& woul d suspect that the nake al |l owance announced
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by the COFA is a bit |ower than otherw se woul d have been
acceptabl e for the sanme reason

Clarity, and with it, a chance to align federa
order prices with California prices requires that first the
nmar ket adj ustment be set at a correct level. Second, that a
proper value for whey be included in the fornula. And
third, that it be clear how the nake all owance was arrived
at .

Mar ket adjustnment. CDFA has a great deal of
experience with this factor. It is openly included in the
butter formula which is based on the CME nmarket. For nonfat
dry mlk it's included because the base price is the actua
price of product in this state.

Ei t her approach is possible in your cheese market.
NDA submits that a clear inclusion of a proper mnarket
adjustnent will be invaluable to NDA as we continue to
di scuss this very issue with USDA

HEARI NG OFFI CER ESTES: You have two minutes, M.
Van Dam

MR VAN DAM That's fine. W're going to nake

Whey val ue. There are several proposals at this
hearing to provide suggestions for including whey in
California 4b formula. These are all based on the val ue of

dried whey. Dried whey is the npbst conmon product nade out
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of whey in this country.

Wil e whey protein concentrate continues to grow
in volunes and is widely made in California, it is not the
base product. Plants make their decision to nmake WPC based
only on the potential that it will be a nore profitable use
of their whey. Dried whey is the commodity product; WPC is
a refinement of that product. Making dried whey is usually
not a big profit operation. And on occasion the returns
fromthe whey narket are | ess than the cost of processing.

In the final decision, this is the federal order
final decision, the formula actually reduces the val ue of
class I'll mlk when the whey val ue is negative.

I ncl usi on of whey will, in normal whey market
circunmst ances, add very little to the California 4b price.
But we enphasi ze that any chance of achieving a rationa
alignment of the class Il and 4b prices lies in having the
California fornula pick up the value of whey when prices of
whey are strong.

Make Al |l owance. This is interesting, | am m ssing
page 8 of ny own testinony.

(Laughter.)

MR SPEAKER We're all willing to help.

MR VAN DAM That's old proper prior planning at
work again. | may not nmake it within the minute | got left.

On the nake allowance I'Il skip over that one;
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"Il go to sunmarize. To summarize our suggestions
regarding the California 4b fornula we urge CDFA to take
steps toward a closer price alignnent that you feel are
appropriate, while explaining clearly the differences in
approach that you feel are appropriate, such as
transportation or market adjustrment. So that USDA and those
regul ated by federal orders can better consider whether the
federal system should be brought into alignnment wth
California.

The last part on California 4a conpared to the
federal order class |V, our observations about California 4a
pricing have been sprinkled throughout this testinony.

There is clarity in your 4a forrmulas. There is somewhat
better price alignnent in the sense that the 4a prices track
well with the federal order class IV prices.

The second part of alignnent is that the prices,

t hensel ves, need to be in reasonable alignnment with the rea
econonic factors that dictate nmarket val ues.

We woul d hope that as this process goes on that
the only remaining difference between the California prices
and the federal order prices would be related to easily
under stood factors which we believe should ultinmately be
predi ctabl e and nodest in size.

HEARI NG OFFI CER ESTES: Your tine has expired, M.

Van Dam
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MR VAN DAM (kay. Thank you for allowing us to
participate at this hearing. | skipped one paragraph there.

HEARI NG OFFI CER ESTES: Do we have any Pane
questions for M. Van Dan®

AGRI CULTURE ECONOM ST GOSSARD: | have two
questions. On page 2 of your testinony you chose Chicago
and Atlanta as the basing points for your two eastern
mar kets. What was the reason for choosing Atlanta?

MR VAN DAM One of the fastest grow ng
popul ations in this country is down in the southeast. And
any marketing of product fromthe west coast we have to, you
know, and it's very short on ml|k production area. They
will be buying a ot of product. And so I'mjust trying
to --

AGRI CULTURE ECONOM ST GOSSARD:  No, that -- |'m
sorry, let ne restate the question. | understand that
aspect. You wanted a northeast and a sout heast | ocation.

But why did you pick Atlanta rather than Houston or
Tal | ahassee or Ral ei gh? Wy Atlanta?

MR VAN DAM | guess the best answer for that, it
was arbitrary. | just picked a city that's najor down
there. But | will say, for the record, that I did not pick
a series of cities and run themall to see which one rmade ny
poi nt nost clearly. | chose only Atlanta.

(Laughter.)
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MR VAN DAM And | liked the answer. | thought
it was kind of neat that it was only a two-nile difference.

AGRI CULTURE ECONOM ST GOSSARD: M ot her question
deals with page 5 of your testinony. The second paragraph
you point out in your discussion that we don't use barre
cheese prices; that 45 percent of the cheddar cheese is
barr el

However, we do have a situation where cheddar only
makes up 34 percent of all our cheese. |It's been our
general understanding that nost of the other 66 percent is
probably priced off the bl ock market, and not the barrel

O her than barrel cheddar cheese, what ot her
products is the barrel nmarket CME price used as a reference
price?

MR VAN DAM Unfortunately |I do not know the
answer to that question. But when you try and track these
mar kets you know some is. And | suspect that some work with
snubbers in themsaying we will be tied to the CMVE mar ket
unl ess the difference is of a certain size and then the
barrel market will have an influence. Because that's the
only way | can explain some of the nmovement you see in NASS
versus CVE. But | have no direct knowl edge of that; that's
a suspicion rather than a fact.

AGRI CULTURE ECONOM ST GOSSARD:  Thank you.

MR VAN DAM  You're wel cone
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SUPERVI SI NG AUDI TOR HUNTER: M. Van Dam | just
have one question. You talk about using dried whey in our
cheese fornmula. Wuld you have any i dea what the nake
al | onance shoul d be on dried whey?

MR VAN DAM No. | don't have any idea, but | do
understand that there is a |lot nore water to evaporate out
of whey conpared to each pound of solids than there is in
the skimmlk. And the federal order testinony that was
corroborated by several wi tnesses was that they thought that
the cost of drying whey was 2.6 cents nore than the cost of
drying nonfat dry mlk. That strikes ne as a |ogica
nunber. The evidence was just based on the experience of a
series of people. Just seens logical; there's a |ot nore
water there. |It's 50 percent nore water per pound of dry
matter that you' re evaporating.

Qur objective here is not to saddle California
with the weight price that's going to be difficult to live
with. [If it works negatively for part of the tine, that's
just fine, just so that we've got sonething in there so that
when it becones very positive we aren't |eft draggi ng way
behind or stuck with the price of whey higher than yours and
just not able to conpete in the market.

SUPERVI SI NG AUDI TOR HUNTER:  You testified that
Dari gol d has one cheese plant. Have you ever done any cost

studi es on the whey operation on that plant?
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MR VAN DAM Wl l, I'msure they have because all
of the whey out of that plant is dried, not fractionated.

SUPERVI SI NG AUDI TOR HUNTER: |s there any nunbers
you can give us today as far as the cost per pound on that
dry whey?

MR VAN DAM | certainly do not have themwi th ne
today. And | would be delighted to ask themif they're
willing to share. If they will, I'Il send it to you

SUPERVI SI NG AUDI TOR HUNTER:  Ckay, fine, thank
you.

SENI OR AGRI CULTURE ECONOM ST ERBA: M. Van Dam
on page 4 of your testinmony on the second conpl et e paragraph
you speak to the cases where the 4b price was substantially
| ower than federal class Il price, but don't nention if it
was ever higher. D d you |look into that?

MR VAN DAM |'msorry, --

SENI OR AGRI CULTURE ECONOM ST ERBA: On page 4, --

MR VAN DAM  Yeah, on page 4, --

SENI OR AGRI CULTURE ECONOM ST ERBA: -- second --

MR VAN DAM -- starting with However, --

SENI OR AGRI CULTURE ECONOM ST ERBA:  Second
conpl et e paragraph, --

MR VAN DAM  Yeah.

SENI OR AGRI CULTURE ECONOM ST ERBA:  -- about

m dway through the paragraph you give a couple of exanples
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where the California 4b price was substantially |ess than
the federal class Ill price. D d you |look at the opposite
where the California price was higher?
MR VAN DAM | certainly did. And in your

appendi x, which | handed out to everybody, there is a chart

in there which shows it. | think the biggest difference in
favor of the federal order was 52 cents -- no, 56 cents in
Septenber. It's exhibit A the far right colum, it is

listed there what the differences were for every nonth. And
I"ve got triple x's on the -- that neans it's x-rated -- on
those situations where California's price is higher than the
federal order price. And |I've used very bold print on the
nost obvious of the three where it went the other way. W
poi nt being that it does go the other way.

SENI OR AGRI CULTURE ECONOM ST ERBA:  Ckay.

MR VAN DAM But never as dranatically.

SENI OR AGRI CULTURE ECONOM ST ERBA:  Yesterday we
heard testinony from M. Reinke fromKraft Foods who said
that the California price needed to be about 55 to 60 cents
per cw |ower than federal class IIl price to make it
feasible to be able to nove that product back east where
it's sold. Do you have a reaction to that?

MR VAN DAM Well, | certainly do. And it's a
| ogi cal statenment that he's naking. M testinony nmakes it

clear that we believe there should be a proper
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transportation differential to get the product fromthe west
to the east coast markets.

| think one of the things that's not been
nmenti oned that should be considered is that the federa
order price that's used is based on the NASS pricing. And
the NASS pricing is at |east 60, maybe 70 percent, 72
percent in sone cases, based on prices reported out here in
the west. So that is already sonewhat | ower.

The key thing, if there were to be clarity, and
that's what we're asking for is clarity in this whol e thing,
there would be a class Il price that applies in Chicago on
east. And there would be a different one out here in the
west. Because we have to get the product to that market
just like the California people do.

If you really get down to the nuts and bolts of
this thing, that is what our objective is, is to end up with
the federal formula that recognizes the fact that we got to
get the product over there.

SENI OR AGRI CULTURE ECONOM ST ERBA:  Have you tried
pursuing that with the federal systen?

MR VAN DAM What a set-up question. Yes. And
hard, and repeatedly, and frequently, and we're at it and we
continue to be at it. W think that any argunent that we
have will be greatly enhanced if there is clarity in your

formula here. W think that this is such an inportant state
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wi th such incredible influence over what happens in the
country, that fromthe western perspective we need to have a
clear formula fromyou with which we can go argue with the
USDA sone nore. |It's a slow process at USDA, | assure you

SENI OR AGRI CULTURE ECONOM ST ERBA: Do you think
it's possible that the California systemcan nmake the 4b
fornmula clear, as you' ve asked repeatedly in your testinony,
Wi t hout raising prices?

MR VAN DAM  Certainly. You could. | think
that -- let ne take that back. That's true in all cases
except when whey prices are really strong. Wen the whey
prices are really strong, your lack of it, inclusion in our
pl ace, causes our prices to drift further apart. And we
| ose predictability in what the price relationships are
goi ng to be.

But other than that caveat, you need to use your
own nake all owances, you need to recogni ze the distance,
too, to the eastern seaboard. You need to recognize the
fact that you' ve got a growing mlk industry that needs to
have nore plants. Al those things are California issues.
W're in the sane boat, we knowthat. So we aren't here
trying to say, hey, you've got to bring themup to our
I evels. You need correct levels, and then we need to work
on getting the simlar situation for ourselves.

| think it is interesting to note that we' ve got
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one cheese plant and we've got four powder plants. And
that's not hard to figure out when you consider what's
happening with this pricing and the box we get placed into
with the cheese plants.

Your system al nost dictates that we cannot, out
here in the west, put in cheese plants and succeed.

SENI OR AGRI CULTURE ECONOM ST ERBA:  Thank you.

DAI RY MARKETI NG BRANCH CHI EF I KARI:  Weéll, I'm
going to give you an opportunity to talk about the nake
all owance. You did not, it's in your witten comrent, but
woul d you el aborate on the nmake al |l owance?

MR VAN DAM Wl |, we purposely stayed away from
tal ki ng about make al | owances and the actual transportation
factors you'll see in our testinony no reconmendati ons on
that. Part of that is driven by the fact that we are not
part of the California system except as it inpacts us.
We're guests here, and we don't want to pretend |ike we know
nore than you do on the pricing.

You need to cal culate your own nunbers; they need
to cover enough of your production. W like your system
better than what we're facing, quite frankly. So, --

DAI RY MARKETI NG BRANCH CHI EF | KARI:  Weéll, | meant
-- it looks like you're trying to, in your testinony it
| ooks like you're trying to nake sonme principles. Are you

trying to say, and correct ne if I'mwong, are you trying
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to say that the volunme covered should be a majority of the
volune? Are you trying to say that the nake all owance for
butter versus cheese should be about the same in ternms of
t he vol une covered?

MR VAN DAM  Ckay, ny answer to that woul d be
it's sonewhere in the testinony. W feel that the
California Departnent of Food and Agriculture has a much
nore rational approach to pricing than what the federa
order does. The federal order uses a sinple average of the
nunbers they have available. That's not adequate. That
nmeans hal f the people | ose noney.

It makes nuch better sense to us that those
nunbers are set to include 80 percent, which is arbitrary, |
know, whatever that nunber is. And | accept the fact that
you can't set it to cover everybody; that doesn't nake
sense, either.

W |ike your approach. W think it makes sense.

And as Eric has already said, | said do it with clarity,
repeatedly. 1'll repeat it again. It needs to be clear
DAl RY MARKETI NG BRANCH CHI EF I KARI:  Well, | just

noticed you have a figure of 18.02 cents is reported to
cover the cost of processing of about 52 percent. So | was
just wondering if that 52 percent that you had in here, you
pull ed that out of the air? O is that kind of the area

that you were | ooking at?
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MR VAN DAM No, no, that is not the area we're
| ooking at. The point of that paragraph, which | didn't
read into the record, is to nmake the point that you have, at
the California Departnent of Food and Agriculture have in
butter and in the nonfat dry mlk, covered the 80 percent.
But it looks Iike you did it differently in the case of
cheese covering only 56 percent.

And our point was that we believe the reason you
did that is because of the squirrelliness that enters your
formul a because there is no whey factor. And we admire the
process you use in butter and powder.

DAl RY MARKETI NG BRANCH CHI EF | KARI:  Ckay.

MR VAN DAM In fact, we |love 'ya

(Laughter.)

SENI OR AGRI CULTURE ECONOM ST ERBA: | have one
foll owup question in response to an answer you gave
previously. |f USDA believes there ought to be a price
surface for class I, why don't they believe there should be
a price surface for other classes?

MR VAN DAM If we had the answer to that
guestion we'd do a nmuch better job of arguing with them
about what they have decided to do. Deep down | suspect
that the political power and the history is that this is a
m dwest busi ness, and the nmidwest is served well by that

kind of reasoning. The west is not served well, but they
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don't care. Maybe | said that a little strongly, but that's
roughly what it boils down to.

They do not want to set up a systemthat they see
as encouragi ng production in the west. | think their view
is that nost of the evils that happen in the dairy business
are because of the west.

SENI OR AGRI CULTURE ECONOM ST ERBA:  Thank you.

HEARI NG OFFI CER ESTES: Do we have any nore
questi ons?

| just have a question for you. Have you and your
nmenbers investigated the possibility of annexation to the
State of California?

(Laughter.)

AGRI CULTURE ECONOM ST GOSSARD:  Make sure if you
annex nmake sure you don't get part of our budget deficit.

(Laughter.)

MR, VAN DAM  Yeah, we have plenty of that -- we
have water --

AGRI CULTURE ECONOM ST GOSSARD: A trade.

MR VAN DAM | happen to live in I daho and we
don't -- interesting that you suggest that even though it's
somewhat tongue-in-cheek. Wen we were considering what to
do over the past nunber of years, we have tried hard to find
a way to create an Oregon/Washi ngton/ |1 daho ki nd of situation

that is simlar to what California does. It is so nuch nore
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effective in terms of dealing with our specific issues.

It's just that we got that conmerce clause, and
after the first attenpt to do that, the rulings have cone
down in other cases making clear that even if we coul d get
t hrough the problens of trying to get exactly the sane
| egi slation passed in three different states, there are now
some new rulings out there that say that can't happen
anyway. So annexation nmay be the only answer.

(Laughter.)

HEARI NG OFFI CER ESTES: Wl |, that's certainly
beyond the scope of our authority at CDFA

(Laughter.)

MR VAN DAM  You're not neking | aw here, huh?

HEARI NG OFFI CER ESTES: Thank you for your
testi nmony today.

MR, VAN DAM Thank you.

HEARI NG OFFI CER ESTES: And | think we'll proceed
on.

MR VAN DAM  Post-hearing brief?

HEARI NG OFFI CER ESTES: Yes, | believe we granted
that request. O did | neglect to do so? If | did, you
certainly --

MR VAN DAM | forgot to ask, so --

HEARI NG OFFI CER ESTES: -- able to do so.

MR VAN DAM -- thank you.

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

57

HEARI NG OFFI CER ESTES: Scott Hof f erber of
Farndal e Creanery, |ncorporated
Wher eupon,

SCOIT HOFFERBER
was called as a witness herein, and after first having been
duly sworn, was exam ned and testified as foll ows:

HEARI NG OFFI CER ESTES: Coul d you pl ease state
your name and spell your |ast nanme for the record

MR HOFFERBER: My name is Scott Hof ferber
spelled Ho-f-f-e-r-b-e-r

HEARI NG OFFI CER ESTES: And coul d you identify the
organi zati on you represent.

MR HOFFERBER: |'mthe Controller for Farndal e
Creanery in southern California

HEARI NG OFFI CER ESTES: And coul d you descri be
your organi zation or the nunber of nenbers, if that's
appl i cabl e?

MR HOFFERBER W're a sole proprietorship
corporation operating a fam |y-owned busi ness. W have
about 65 enpl oyees.

HEARI NG OFFI CER ESTES: And coul d you descri be the
process by which your testinony was devel oped and approved?

MR, HOFFERBER: Through ny readi ngs and take on
the petitions and alternative proposals. | had di scussions

with our board nenbers. | drafted the material that we're
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going to present today, and ny board nenbers read it and
approved it for delivery.

HEARI NG OFFI CER ESTES: Al right. | will
i ntroduce your testinony into the record as exhibit 61. And
you have 20 mi nutes, please start your testinony.

MR, HOFFERBER: Very good. Good norning, M.
Hearing Oficer and Menbers of the Hearing Panel. | am
Scott Hofferber, the Controller at Farndale Creanery. And
am here at the direction and on the authority of the Board
of Directors of Farndal e Creanery.

W are here to voice our opposition to the
petition subnmtted by Wstern United Dairymen and to support
the alternative proposal subnmitted by the Dairy Institute of
California. W also oppose all other alternative proposals
before the Panel pertaining to this hearing.

W appreciate this opportunity to present our
views and provide you with our perspective on the issues at
hand.

Qur conpany, Farndale Creanery, is a famly-owned
and operated dairy processing facility in San Bernardi no
just east of the Chino Dairy Preserve. W are not
affiliated with any of the co-ops by ownership. W have
enj oyed good working relationships for mlk and cream
procurenent with the different co-ops over the years, and

| ook forward to continuing these nutually beneficia

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

59
rel ati onships. W process cheddar and jack cheeses in 40-
pound bl ocks, sour cream butterm |k and whey butter

In order to expedite our part of the proceedi ngs
today we've attached a copy of the testinony we provided
March 28, 01 at simlar hearings regarding the inclusion of
a whey conponent in the 4b fornula. By doing so we will not
take up valuable tine here refreshing the Departnent on our
conpany's history. Rather, we gratefully acknow edge the
Departnent's action taken at that tine, choosing not to add
a whey conponent to the 4b fornul a.

To update the history portion of the prior
testinony suffice it to say that our capital expenditures
over the last two years have gone to expandi ng our capacity
to produce food grade products. W continue to process the
dairymen's mlk to the best of our capabilities, but are
concerned that the level of mlk production in California
has exceeded the consunmers' demand for dairy products.

If we, producers and processors together, are to
continue to nove the mlk being produced, our already
strained ability to conpete for sales outside of California
cannot be di m nished by the cost increases indicated by the
petitioners.

Dealing with the whey we cannot justify the
expense and capital to install a whey processing |ine

adequate to create a profit center. |Instead we nust
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continue to treat our roller dried whey process as a cost
mnimzing effort in dealing with the waste whey materi al

Wth the increase in gas and electricity costs the
efficiency of this waste di sposal system has been
dramatically negatively inpacted because the roller dryers
are heavy consuners of gas and electricity. It will be
years before the effects of the state's attenpt to deal with
the energy crisis are dissipated and energy prices return to
pre- 2000 nor mrs.

W believe the Departnent's action to raise the
nmake al | owance, done on an energency basis earlier, resulted
in an appropriate and tinely nmake al |l owance adj ustnment which
shoul d continue indefinitely; or at least until we've seen a
significant return to nornal cy.

Anything in the petitioner's proposal that
suggests a reduction in the nmake al |l owance because energy
prices have fallen fails to recogni ze that the Departnent's
action never addressed the full inpact of the crisis at its
worst. Rather, the adjustnment to the nmake al |l owance for
energy has, in fact, done a good job of recognizing the new
normal price levels. W believe the current cost study data
supports this conclusion.

It has been nearly two years since we testified
that, quote, "whey disposal is not a for-profit business for

Farndale." If it were, people would be knocking on our door
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every day wanting us to let themtake the waste whey off our
hands. To this day, no one has cone knocking. So we
continue to use our own innovation, assess our own risks and
i nvest our own capital to mnimze the cost of this
di sposal

Each processor nust nake his own way, or whey, if
you prefer, and the resulting diversity in methods defies
standardi zation. To include a price conponent based on the
processor with the highest return on their whey process
woul d cripple all others, conpetitively speaking.

More generally, to suggest changes in the pricing
formul ae, where a conflict of interest is present, creates
exceptional problens in perception, fairness and |ong-term
stability. Farndale sees this comment as there are nine
cheddar cheese processors in the state's cost study. And
I"mgoing to nake a correction to this next line -- seven of
these plants are co-op controll ed and operat ed.

Cheese plants owned by producer groups are able to
rebal ance their streans of funds and are not hurt by a whey
factor or other price-enhancing actions. Their producers
sinply get the sane revenue through differing channels. So
what becones a cost to the right hand is a revenue streamto
the left hand.

For the proprietary, non-producer-owned processor

the effect would be to create a significant conpetitive
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di sadvantage within the state because the privately owned
processor can only go to the nmarketplace for the revenue
necessary to pay the added costs. The result would be to
drive away needed processing capacity.

We support the Dairy Institute of California
alternative proposal because we believe it fairly
i ncorporates a whey factor into the pricing fornmula, a
concept we oppose but nust grudgingly accept in the current
political environnment, while properly addressing the vyields
and nake al |l owance el enents.

The i medi ate i npact on the pricing formul ae,

t hough m ni mal, properly assesses the market conditions and
avoi ds an i nproper subsidy or encouragenent of the over-
supply conditions the producers have creat ed.

The petition and nost of the other alternative
proposal s raise the cost of mlk to processors for reasons
beyond reason. Qhers have, or will, testify that the
markets for the products processed should dictate the
related price levels for the mlk utilized. W agree with
this assertion.

Further analysis of the market conditions affirm
that the market cannot bear higher prices. Basic economcs
then indicates a cut in production. Yet mlk production in
California continues to grow unabated. The processors

shoul d not be nade to underwrite the producers' business
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deci sion to over-supply the market.

Last week | was having lunch with a few CPA peers
at a continuing education course. | spent sone tine
explaining the mlk marketing plan in California to them
i ncluding a description of this hearing process and the
nmechani cs surroundi ng i npl enmenting the plan.

Later in the day one of those gentlenen approached
me, identifying hinself as a dairy famly nmenber living on a
local farm He indicated he appreciated ny perspective on
the topi c because he previously could not understand why the
dai rymen he cane in contact with regularly discussed the
over-supply issue, but never took any action to manage their
gr owt h.

From his comments | concl uded that even though the
producers know what the problemis, they would rather have
nmy conpany pay than take responsible action

Ceof frey Vanden Heuvel , speaking as a dairy farnmer
fromChino, California, stated in a San Bernardi no Sunday's
paper article dated Novenber 29, 2002, quote, "W need
dollars and that neeting (this hearing) is about pennies."

W take this statenent as an acknow edgenent of
where the responsibility lies with regard to the current
state of producer prices. The responsibility for over-
production and thus the current deflated producer price

condition is not the Departnent's, and it is not the
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processors'. And the burden for correcting the problem
shoul d not be borne by either

In sunmary, we do not agree that a whey factor
shoul d be added to the pricing fornula as a way to increase
overal | producer prices. W accept the idea of including a
whey factor where the other conponents in the formula are
adjusted to reflect revenue neutrality.

The excess supply of mlk coming off the farns
shoul d not cause prices to rise, hurting the conpetitive
stance of the California products in the marketpl ace.

Rai sing the costs of proprietary plants in the state will
certainly cause this to happen.

Where we woul d prefer the Departnent take no
action to change the pricing formulae at this tine, we
recogni ze the Dairy Institute's proposal to be the best of
the alternatives presented with respect to sound econom c
principles and long-termviability of the California dairy
i ndustry.

Respectfully submtted, Farndal e Creanery.

And we request the post-hearing brief capability.

HEARI NG OFFI CER ESTES: Yes, you may file one.
Agai n, for the benefit of the audi ence, although everyone's
heard this before, | just want to state it for the record so
that it's clear that everyone today has heard it, the

deadline for filing post-hearing brief is the close of
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busi ness Friday, February 7, 2003.

And, again, | do that because this is a second day
of the hearing, and | do want the record transcript of the
hearing to reflect that everyone in attendance today did
hear it. So | recognize that you know that, but it's a sort
of record-keepi ng requirenent.

So, do we have any panel questions for M.

Hof f er ber ?

AGRI CULTURE ECONOM ST GOSSARD:  (On page 2 of your
testinony you di scuss that you currently have a roller dryer
operation for handling the whey. You' ve |ooked at other
alternatives but the capital costs at this point are
prohi bitive.

Just in terns of operation, does a roller dryer
consume nore gas and electricity than a conparabl e
conventional dryer? Wuld your variable costs for
electricity and gas be less if you had a conventional dryer
rather than a roller dryer?

MR HOFFERBER | don't have that in ny
experience. | wouldn't know that answer.

AGRI CULTURE ECONOM ST GOSSARD: Ckay. The second
has to do with the Dairy Institute proposal. You've spoken
in support of it. Their proposal is developed in a three-
step process. |In the second step they | ooked at what they

felt mght be reasonable whey factors in terns of a nmake
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al  onance and yield, and then we took the third step and
went on to nodify just the cheese price and | eave the whey
out all together.

In their concept of step two they had a nake
al | onance of 18.18 cents, and a yield of 5.82, thank you,
there it is. Are you confortable with that 5.82 and the
18.18?

MR, HOFFERBER: Wt hout having really anal yzed
these nunbers in any great detail, and even relating themto
our own operation, what we are confortable with is the
revenue neutrality approach to what Dairy Institute did.

And that's what we're nostly in support of. To get any
deeper into the nunbers woul d be outside ny expertise at
this point in tine.

AGRI CULTURE ECONOM ST GOSSARD:  Thank you very
nmuch.

SENI OR AGRI CULTURE ECONOM ST ERBA: M. Hof fer ber,
are there other plants in the state that are in your simlar
situation, cannot afford to invest in a whey operation as
you said you can't?

MR HOFFERBER: It's hard for us to know that
exactly because, of course, we only see summarized data in
the cost studies. And we don't spend a | ot of our resources
doing a lot of conpetitive analysis with other firnms our

si ze.
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My under standi ng of the information in the cost
study is that we are, in fact, the smallest commodity
cheddar neker in the state, by volume and by plant size.

I'mconfident that there are other cheese plants
simlarly sized to us who are not making commodity cheeses,
maki ng nore specialty cheese, but since our focus is in
conpeting with nmuch bigger organi zations than ours, we try
to confine our coments and concerns in that narrow context.

SENI OR AGRI CULTURE ECONOM ST ERBA:  Ckay, thank
you.

MR HOFFERBER  Um hum

HEARI NG OFFI CER ESTES: W don't seemto have any
nore questions. Thank you for your testinony today.

Qur next witness is Sharon Hale from Crystal Cream
and Butter Conpany.
Wher eupon,

SHARON HALE

was called as a witness herein, and after first having been
duly sworn, was exanmined and testified as follows:

HEARI NG OFFI CER ESTES: Coul d you pl ease state
your nanme and spell your |ast nane.

M5. HALE: Sharon Hale, Ha-l-e.

HEARI NG OFFI CER ESTES: And identify the
organi zation that you represent.

M5. HALE: Crystal Cream and Butter Conpany.
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HEARI NG OFFI CER ESTES: And coul d you descri be
that organi zation and its nenbership, if applicable?

M5. HALE: W're a proprietary corporation, famly
owned.

HEARI NG OFFI CER ESTES: And what was the process
by which your testinony was approved and devel oped for
today' s hearing?

M5. HALE: It was drafted by nysel f and approved
by our President.

HEARI NG OFFI CER ESTES: | have a copy of your
witten testinony that you' re going to be presenting today.
It will be introduced in the record as exhibit nunmber 62.

So, please proceed with your testinony.

MS. HALE: Thank you. M. Hearing Oficer and
Panel Menbers, ny nane is Sharon Hale and |I'm Vi ce President
of Dairy Policy and Procurenent for Crystal Cream and Butter
Conmpany. Qur administrative offices are located at 1013 D
Street, Sacranmento, California. W operate three production
facilities in Sacramento that produce dairy products falling
within all classes except class 4b.

Crystal, along with its wholly owned subsidiary,
McCol | 's Corporation, |located at 2500 Angel o Avenue,

Reddi ng, California, distributes dairy products throughout
northern California. W also sell frozen novelties in

several western states, and ice creamm x, dry cottage
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cheese curd and ultra-pasteurized fluid mlks to other
countri es.

Dairy Institute of California testified yesterday
to nunerous changes in the pricing fornulas for class 4a and
4b products. The pricing fornulas presented by Bill Schiek
i ncorporate nuch of the data conming fromrecent CDFA studies
to reflect the latest conditions and practices within the
dairy industry w thout |osing sight of the conpetitive
environnent in which we in California nust operate.

Crystal is a nmenber of Dairy Institute and is in
support of their position at this hearing. | intend to take
a few brief mnutes to express ny conpany's perspective
regardi ng the marketplace for class 2 and 3 products.

At previous hearings we have testified to the
| evel of conpetition found within the northern California
mar ket pl ace relative to class 2 and 3 products. In addition
to products manufactured within California an infornma
survey done by Crystal Staff turned up nunerous class 2 and
3 products conming fromdifferent parts of the nation. This
week we agai n checked the store shelves in the Sacranento
area and the list has grown. This information can be seen
on attachnents A and B, and reflect the depth of narket
penetration al ready enjoyed by manufacturers of class 2 and
3 products | ocated outside California.

I"mturning to those attachnments which are on
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pages 4 through 6. You'll note that the states from which
sone of these products cone, we have Col orado, Connecti cut,
Kent ucky, M nnesota, M ssouri, New Hanpshire, Chio, severa
O egon, Washington, Texas and U ah frozen products. Those
are class 2. Frozen products, we have a Nevada thrown in,
and then simlar states for the rest. But certainly we have
a |l arge anount of product conming fromother states into the
Sacrament o mar ket pl ace.

When consi dering the nunber of consolidations nmade
within both the retail and the manufacturing sectors during
recent years, conbined with advancenents in transportation
and | ogistical systens it's not unexpected to see nore out-
of -state products in our market.

But neetings between our sales staff and the
buyers for sonme regional and national chains lead us to
believe I ocally produced products still have a strong
appeal, and will have a place, provided the price is
conpetitive

It might be helpful to some to understand in the
sinplest of ternms how Crystal markets its products to |earn
why conpetitive pricing is so critical to our business.

First, we serve as a supplier of high quality
branded products. These carry the Crystal |abel and nove
through a distribution chain eventually reaching the

ultimate consuner, often one unit at a time.
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The ot her approach is known as, quote, "private
| abel business" end quote. This is when we manufacture
products to soneone el se's specification and package it in
their label. These products nove in large lots to the
customer for their distribution or use. And, yes, we do
have tines when products nmanufactured in our plants
occasi onal ly conpete agai nst each other on the retail shelf.

Private | abel business is by far the nost price
sensitive because it is the |abel, and not the product
i nside the container, that the ultinmate consumer purchases.
If the price is not agreeable to the private | abel custoner
t hey nove the business.

And in the case of highly transportable products,
such as class 2 and 3 itens, this may nean the production
noves conpletely out of state, thus depriving the pool of
t he hi gher priced usage.

W appreciate the Departnent's recognition in the
past of the need to remain conpetitive, and feel the
evi dence avail able at today's hearing indicates a simlar
sensitivity is in order

CDFA' s hearing background resource di scusses
California's share of the annual dry curd and frozen product
production as conpared to the state's share of the U S.
popul ation. Dry curd, a reflection of cottage cheese

production, and therefore a class 2 product, has shown a
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preci pitous decline since 2000 in California' s share of
production, while the other-west share seens to have grown a
simlar anount. The sanme graph for frozen products shows a
leveling off as to a decline in the production share, but it
| evel s well bel ow the popul ati on share, a trend whi ch began
inthe md 1990s.

W believe the Departnent's data substantiates
Crystal's informal surveys and tells us, despite
California's seemngly favorable price relationship when
conpared to surroundi ng federal orders, erosion within the
California marketpl ace has continued to occur. |f price was
Crystal's sole criteria we would support the proposal that
generates the wi dest gap between northern California prices
and those in the Pacific Northwest. But that's not how we
operate. Crystal has a history of supporting cost-justified
make al | owances, and whil e today's proposals are nore
conpl ex than those in the past, Dairy Institute's
alternative proposal utilizes current costs and actual sales
data to update the class 4a fornula. These updates result
i n nodest changes that we are willing to accept.

As we understand the various proposal s anal yzed by
CDFA and presented at the January 22nd public workshop, only
Western United Dairynmen's proposal seens to substantially
increase class 2 and 3 prices. Based on the Departnent's

anal ysis, had their proposed fornulas been in effect, prices
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in northern California woul d have exceeded those in the
Paci fic Northwest during the past three years.

Wil e we recogni ze the financial situation
currently envel oping many of California' s dairy farners is
bl eak, adjustnments which cause a price inversion are neither
prudent nor justified. Any loss of class 2 or 3 usages
within California will do one of two things. Either push
the volune into | ower price class 4a or 4b products; or
cause sone dairy farnmer or group of dairy farmers to reduce
production. It seens trying to maintain sales in the higher
priced usages woul d be a better choice.

Addi tionally, CDFA' s hearing background resource
reports pool utilization of class 2 products at 4 percent
and class 3 at 5 percent on a total solids basis.

Consi dering the extent to which California has becone a

manuf acturing state causes one to question whether or not
the current prices are actually in proper alignnent. But
that is a discussion that shoul d be saved for another day.

We'll end our coments by reiterating our support
for Dairy Institute's proposed fornulas and the nodest price
adjustnents resulting fromtheir changes.

| appreciate having the opportunity to testify and
request the option of filing a witten brief follow ng the
cl ose of today's hearing.

HEARI NG OFFI CER ESTES: Do we have Pane
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questi ons?

AGRI CULTURE ECONOM ST GOSSARD: A previ ous witness
spoke to the advantage of the higher protein mlk for fluid
users. What has your experience been at Crystal w th higher
levels of protein in your fluid mlKk?

Ms. HALE: | heard the testinony and from our
purposes that's not sonething that we have taken advant age
of , or been able to take advantage of. And the individua
who was speaking was fam liar and a representative of the
Jersey organi zation. W have long since | ost our Jersey
dairies. They can't stay with a fluid operation. Frankly,
they've all gone to cheese operations. There may be sone
colored cows still anongst the Hol stein herds, but the
outright Jersey dairies are all gone.

AGRI CULTURE ECONOM ST GOSSARD:  So you don't have
any experience in whether higher protein |evels nakes a
better product, a fluid product that --

MS. HALE: No, no. That was news to ne.

AGRI CULTURE ECONOM ST GOSSARD: Ckay. The ot her
i ssue, Hilmar testinony yesterday suggested that an increase
in the 4b price would reduce premuns that they would be
paid, or potentially reduce premiuns. And that m ght cause
aripple effect across the industry.

Does Crystal -- well, actually, you just

acknow edged that you are conpeting with cheese plants for

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

75
mlk. |Is that a fair characterization?

M5. HALE: That we conpete? Yes, it is.

AGRI CULTURE ECONOM ST GOSSARD: To any extent do
you have to pay prem uns above mninmumprices to attract
mlk?

M5. HALE: Yes, we do. And | believe that was
initially why Crystal began paying prem uns. There's
different termnology quality premiuns. W have paid what
we've called a conpetitive premiumfor nmany nany years that
was instituted basically because of the conpetition with the
cheese pl ants.

AGRI CULTURE ECONOM ST GOSSARD:  So if an increase
in the 4b prices resulted in a decrease in premuns being
pai d by cheese plants, would that possibly have inpact on
the I evel of premuns that Crystal is paying?

MS. HALE: It would be certainly something that we
woul d 1 ook at. W would have to | ook at all the other
buyers of milk in the area and see what, in fact, they are
doing to encourage nmlk to nove in their direction. But
certainly a decrease at the cheese plant |evel would give us
the opportunity to review prem unms and perhaps the cost of
our mlk for the class 1, 2 and 3 price products could go
down.

AGRI CULTURE ECONOM ST GOSSARD: My last two

questions are directly fromyour testinony. In the mddle
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of page 2 you're discussing the graphs the Depart nent
prepared fromthe background material, the declining market
share of class 2 and 3 products. You also, | believe, in
your testinony say that currently the price differences
aren't that great. Wy is the share continuing to decline
if product prices in California are not unconpetitive?

MS. HALE: Raw product is only a part of the whole
issue. | think doing business in the State of California,
whet her you are a processor of dairy products or any ot her
product, | think the expense of being in California, itself,
does add to that.

Additionally, | think bringing in the nationa
conpani es, the consolidations that have taken place, there
are supplier arrangenents that those conpani es al ready
enjoy. And those nove into the state when those conpanies
start doi ng busi ness here, or they take over another conpany
that's in the state already. | think that has an i npact on
it.

AGRI CULTURE ECONOM ST GOSSARD:  But then at the
end of page 3 you said doing somet hing about this issue
shoul d be reserved for another day, since the class 2 and 3
pricing formulas were open for anmendnent at this hearing.
Wy did you feel it was appropriate to wait another day?

M5. HALE: Well, | think the financial situation

in the dairy producer comunity doesn't make that a
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di scussion that we shoul d have. And perhaps it should be
conbined with class 1, as well, so we actually | ooked at
class 1, 2 and 3, and whether or not those price levels were
proper considering how nuch manufacturing usage we actual ly
have in the state now.

AGRI CULTURE ECONOM ST GOSSARD:  Thank you very
nmuch.

SENI OR AGRI CULTURE ECONOM ST ERBA: M. Hale, if
the dairy industry proposal was adopted by itself inits
entirety and class 2 and 3 prices were increased, even
nodestly, do you think that woul d i npact your conpany's
ability to sell products both within and outside of
California?

MS. HALE: There's always a possibility. Sone of
that inpact would certainly go to those products that are
goi ng offshore. Perhaps those -- there are other suppliers
that are out of the State of California that mght be able
to secure that business instead of us. It may well. But we
felt that again, in the financial situation that the dairy
farmers are facing, that we would just take that chance

SENI OR AGRI CULTURE ECONOM ST ERBA:  Thank you.

HEARI NG OFFI CER ESTES: Thank you for your
testi nmony today.

MS. HALE: Thank you.

HEARI NG OFFI CER ESTES: Next we have Jim G uebel e
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of Land O Lakes. The audi ence is adnoni shed not to show
express approval or disapproval of any of the witnesses.

(Laughter.)

HEARI NG OFFI CER ESTES: No hi ssing al | owed.

DR GRUEBELE: -- sone hissing going on? | can't
i magi ne.

PANEL MEMBER Jim it was fromthe Panel, not
fromthe audience.

HEARI NG OFFI CER ESTES. M. Guebele, could you
pl ease -- first let me start with --
Wher eupon,

JAMES W GRUEBELE

was called as a witness herein, and after first having been
duly sworn, was exam ned and testified as foll ows:

HEARI NG OFFI CER ESTES: And coul d you pl ease state
your name and spell your |ast nane.

DR GRUEBELE: James W G uebele, Gr-u-e-b-e-|-e.

HEARI NG OFFI CER ESTES: And coul d you identify the
organi zation that you represent.

DR GRUEBELE: Land O Lakes.

HEARI NG OFFI CER ESTES: And coul d you descri be the
nunber of nenbers in that organi zation or structure.

DR GRUEBELE: Approximtely 270, and they are
dai ry cooperative.

HEARI NG OFFI CER ESTES: And what is the process by

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

79
whi ch your testinony was devel oped and approved for today's
heari ng?

DR GRUEBELE: The Board Menbers of the Western
Regi on endorsed the testinony.

HEARI NG OFFI CER ESTES: Wul d you pl ease proceed
wi th your testinony.

DR. GRUEBELE: Right.

HEARI NG OFFI CER ESTES:. Pl ease proceed.

DR. GRUEBELE: Yes.

HEARI NG OFFI CER ESTES: ©h, excuse ne, before you
start | will introduce your testinony into the record as
exhi bit nunber 63.

DR GRUEBELE: And I'd like to file a post-hearing
brief, if I my.

HEARI NG OFFI CER ESTES: That request is granted.

DR GRUEBELE: MW nane is Janes Gruebele, Dairy
I ndustry Consultant. |'mtestifying on behalf of Land
O Lakes. The Land O Lakes Board Menbership Western Regi on
endorsed the testinony.

W oppose nost of the proposals on class 4b
yesterday. Qur position is simlar to that of Dairy
Institute. Qur position is that the class 4b fornula should
remai n unchanged until the Departnent is able to obtain
accurate information on the protein content and the casein

content as a percent of crude protein in order for
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California's mlk supply to nake a reasonabl e judgrment on
the yield adjustnments that mght be reflective of actua
yields for cheddar cheese in California.

In the general conments |I'mgoing to skip over a
good share of that which you already know. | don't have to
tell you what's new in California because we all know t hat
California mlk supply has grown, that cheese production has
grown, that butter production has grown and powder
production has grown. That's nothing new to any of us.

In order to accommodate the tremendous growh in
mlk supply it's necessary to build manufacturing facilities
to manufacture mlk into class 1, 2 and 3 products. It is
extremely inportant to nmaintain realistic pricing formul as
to insure that reasonable return on investment is maintained
in the manufactured dairy industry.

Signi ficant additional manufacturing capacity has
been added in the years 2001 and 2002; the point is it is
needed. The past policies by the Departnment of Food and
Agricul ture have encouraged the devel opnment of highly
efficient manufacturing facilities in California. And
that's indeed true when you conpare our manufacturing
facilities with those of the upper nidwest, which through ny
organi zation | am sonewhat famliar with. This is a highly
i mportant point.

Construction costs are very high. The banking
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firnse are willing to finance projects only if there are
adequate returns on invested capital with a reasonable
payback peri od

We urge the Secretary to maintain the course. W
particularly resist any dowward shift in gross nargins in
cheese operations in California. This sector needs to be
encour aged rather than discouraged. One of the big
differences between California and the mdwest is that the
m |k production tends to decline in the mdwest rather than
increase. This has led to an over capacity problemin the
formof plants in the m dwest because of the stagnant
production trends.

The situation is so far different in California.
The California capacity needs to grow just to acconmnodate
the tremendous growh in mlk output. Plants in a declining
industry tend to stay in business so long as total revenue
achi eves total variable costs. |In the long run those
busi nesses di e.

In California it is inperative that we maintain
the policy of adequate returns on investnent for
manuf acturing capacity or for manufacturing operations
ot herwi se plant expansion will not grow fast enough to keep
up with the growth of mlk production

There is really only one najor cooperative that

has continued to expand capacity in cheese naking in
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California and that is Land O Lakes. The proposals
yesterday woul d significantly reduce gross margi ns and
returns on investnments for cheese operations in California.

Sone of the proponents are proposing a status quo
position, or even reduction in prices of mlk going to class
4a plants. The argunent is that producers need an increase
in mlk prices. They why do they not advocate an increase
inthe class 4a mlk price?

W think it's extrenely inportant for the
Department of Agriculture to maintain a bal anced position
with respect to gross nmargin and return on investments for
butter, powder and cheese operations. The goal in nost
cases by petitioners such as Aliance, Wstern United at 4a
and 4b hearings appear to be focused significantly on
increasing the price of mlk for 4b, class 4b.

Meanwhi | e the butter/powder operations do not seem
to be under attack. It is interesting for nmany years now
t he powder narketing plan has been very sinple, and
certainly not costly. Sinply place the powder in a
governnent bag and ship it to the government. This is an
extremely efficient marketing program By the way, the
support price can be $1.10 or it can be 80, just as it is
now, or it could be 70 cents, the results are the sane.

The powder operations nmake just as large a return

on investnment whether support price for powder is $1.10, as
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when the support price were reduced to 70 cents, or any
ot her nunber, for that matter. The powder plants are
protected by a nake all owance and the use of a concept of
the California weighted average price

Are net margins higher for butter powder
operations than cheese operations? W believe they are.

The evidence for the Land O Lakes operations, since we have
a multiplicity of products that we nake, show that the net
margi ns per cw for powder operations in the western region
are 1.26 times higher for butter powder operations than they
are for cheddar plants in the western region for cal endar
year 2002.

That neans the butter powder operation in Tulare
and the western region entirely was 26 percent higher for
butter powder than it was for cheese.

The net margins for cheese operations on per cw
basi s include whey, as well. So this does not |eave whey
out; it includes it. |If the Department w shes to do so they
may audit our records on this matter.

Producer prices are low. The reason is sinple.
The reason is that supply of mlk has sinply increased nore
rapi dly than denmand. Hi gh producer prices at 2001
stinmul ated producers to increase herd sizes and generally
increase mlk production. At the sane tine the U S. econony

has gone flat, and there's barely any growh at all
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Unenpl oynent rates are still high. The stock
nmar ket has gone down trenendously and continues to be bear-
ish due to the uncertainties of war. Every state in the
country appears to have budget problenms. People who have
jobs are afraid they will lose them And as a result, the
consunption of dairy products is less than they otherw se
woul d be.

Unfortunately the MLC federal direct paynent to
producers is inpeding the econonic signals to producers.

M LC programis going to have the simlar effects as the
support price did in the late 1970s. The difference is in
the support price -- in that case the support price was
adjusted, and in the case of MLCit's a direct paynment to
dairy producers around the country. And, of course, it's
di scrim natory agai nst the big producers.

Regul atory prograns, state or federal, to the
extent they are used to enhance producer prices, also inpede
the true econonic signals that woul d otherw se exist. As a
final result the production adjustment that otherw se would
occur will be nonexistent or snaller than it would be if the
M LC programwere not in place and if or the artificial
federal and state regulatory upward adjustnments of mlk
pricing formulas were not nmade. |'mtalking about the
federal order reform the new one.

What this neans is that overall butter, cheese and
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to a lesser extent, powder prices, will be lower in 2003
than they otherw se would be than if the MLC program had
not been inplenented, and/or if the regulatory prograns
woul d not be inplenenting price enhancing formul as for
manuf actured dairy products. And al ways the enphasis is on
the cheese side for sonme reason

At the risk of being repetitive the cheese, for
the nost part, is marketed commercially but a substanti al
portion of the powder sold to the governnment. Land O Lakes
is urging the Departnent to reflect a bal anced approach
The net returns, annual returns on investnent for butter
powder and cheese should be very simlar. Qur analysis
shows us that it is not the case.

Last year's result of the hearing due to the
energy crisis, the Departnent nade an adjustnment in the nake
al | ownances for butter, powder and cheese. The |argest of
t hese adj ustnments was in powder because of the substantial
energy requirenents to dry nonfat dry mlKk.

Nevert hel ess, the nake all owance for cheese was
adjusted from16.9 to 17.6, and that had the effect of
reducing the class 4b price by 7 cents/cw. O course, the
Depart ment has updated their cost for butter, powder and
cheese plants, and has in addition updated energy and | abor
costs for the plants in the survey. The bottomine is that

t he wei ghted average cost for cheese plants in the survey
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was 17.46. The current nake all owance is 17.6.

Data were al so collected on cheese prices received
on a nmonthly basis fromJanuary 1, 2001 through July 2002 on
a wei ghted average basis. The analysis showed that the CME
prices were 3.21 cents higher than the wei ghted average
prices received by these plants for the 19-nonth period.

The current formula deducts .012 fromthe CME price in the
current class 4b formula.

Wil e the Departnent collected information for
cheese plants in the study it is inpossible to arrive at any
conclusions fromthe finding. The yield found by the
Department reflects mlk that was fortified with extra
cream condensed, powder or a conbination thereof. The fat
test was 3.95; the solids-not-fat was 8.93 percent.

In any case, these fat and solids-not-fat
percentages are substantially above the average mlk
conmponents. In order to utilize the environnmental yield
information it would be essential that we know the protein
or casein content in the mlKk.

Phil Tong, a professor at Cal Poly University, in
his m |k conponent study, has sunmmarized information on the
fat, protein and casein as a percent of protein by cheese
plants, by butter/powder plants and by fluid plants and so
forth. The fat, protein and casein as a percent of protein

for those cheese plants is not very useful because the use
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of the cheese yield prem um prograns by sonme cheese
operations that encourages producers to enhance the fat and
protein content in their mlk supply through breed
sel ection, feeding prograns and the |ike.

It is, however, useful to look at the m |k going
into butter/powder operations as indicative of California's
mlk supply. The average fat test for this kind of mlk was
3.63; the crude protein was 3.27; and the casein, as a
percent of protein, was 77.05. The average noi sture content
in cheddar cheese is sonewhere between 37 and 38 -- and
wote this before the Departnent sent sone nore infornation
out on bl ock operations. The average noisture content for
cheddar cheese in the Tulare operation is 37.5 percent for
cheddar cheese. The cheese yield for this kind of mlKk,
using 37.5 percent noisture, would be: And | have the
fornmula there, using the typical Van Slyke, which we've had
a lot of discussions about -- M. CGossard probably is going
to ask me the sanme question -- is 10.04.

Even if one were to use 38 percent noisture the
yield woul d be 10.12.

Well, what are the effects of the changes in
yi el d, make all owance and narket adjustnent factor? |f one
were to change the current class 4b price to reflect the new
mar ket adj ustnent factor, the new nmake al |l owance at the

wei ght ed average price cost to nmanufacture cheese to the end
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yield of 10.12, the answer would be a decline in the class
4b prices, 6.9 cents/cw. And | go on to say what the
i ndividual factors contribute, and you can read that for
your sel ves.

The Land O Lakes' official recommendation is that
the class 4b fornula remai n unchanged until the Depart nment
is able to obtain infornmation on the average protein and
casein, as a percent of protein, for California's mlk
supply.

Western United and Al liance of Wstern Mk
Producers. W strongly oppose the Western United proposa
and the Alliance proposal because either of themor both of
t hem woul d enhance the class 4b price very significantly.
Bot h proposals would result in class 4b price which would
exceed the current class Ill price in federal orders, and
that makes no sense. Tables 1 and 3.

Both the Western United and Al liance are proposing
the addition of whey to the current formula. Wile
California class 4b price does not specifically include
whey, one needs to observe the overall results.

The California class 4b price is in reasonable
relationship to the current federal order class IIl. The
federal order class IIl pricing fornula includes whey, but
so what. The California class 4b price uses a cheese price

that is significantly higher than -- well, that is higher
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significant is a matter of term nology -- than the survey
price used in the current federal order fornula.

The California class 4b fornula includes a factor
for whey cream There's no need to conplicate the
California class 4b formula by adding whey if the current
fornmul a does a reasonable job of reflecting cheese nilk
val ue.

There is no standard whey in California. And
California has always depended on very detail ed cost studies
to make an anal ysis of what the nmake all owance shoul d be.
There are not enough plants that dry whey so the Depart nent
can even publish nunbers on cost. Furthernore, whey
continues to be a disposal issue for many plants. And | say
many. Some of the snaller ones and that type of thing is
what |'mtal ki ng about.

In the Land O Lakes Orland plant there's difficult
probl ens associated with perneate. Perneate is also a
problem at the Land O Lakes Tul are operation. At one tine
it was possible to dispose of whey or pernmeate by offering
it to calf raisers. But there's nore whey and perneate than
can be used by calf raisers. So it is necessary to further
process the product even if it is at a | oss.

If whey was added to the forrmula it would be
necessary to change other factors in the fornula so that the

class 4b price would be the sane as it is today.
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The proposals by Western United and Al liance of
Western M1k Producers woul d be extrenmely harnful to the
future of California's cheese industry. Their proposa
woul d seriously erode gross margi ns and net margi ns for
cheese pl ants.

The capital investrments of the cheese industry
have been very large. Land O Lakes, in fact, invested
al nost $150 million in a new nozzarella plant. Leprino also
made a very large investnment in a nozzarella plant, as well.
It is unfair to change the rules of the gane after those
i nvest ment deci si ons are nade.

The proposals by Wstern United and Al liance woul d
provide the greatest rewards to producers who have no part
in investments in cheese operations. Their proposal would
di scourage i nvestnent in cheese operations. The only other
alternative is powder, because mlk production is going to
continue to increase in California, and the addition of
manuf acturing capacity is absolutely necessary.

A main reason for the proposal by the Alliance is
to stifle conpetition fromvery efficient cheese operations
that have had the vision to introduce a private protein
pricing programthat encourages high protein mlk to be
utilized in cheese. And that's exactly where such mlk
shoul d be utilized.

The Alliance of Western M|k Producers is
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proposing a protein pricing program but ironically the
cheese plants purchasing such mlk would not be paying on
the basis of protein by individual producers because the
Department is not geared up to do that.

In addition, the producers would continue to be
paid on the basis of fat and solids-not-fat rather than the
basis of protein. Their program nakes no sense at all
It's sinply an effort to increase the price paid for class
4b mlk. That's as sinple as that.

And, of course, the protein pricing proposal by
that firmis not new The Al liance made earlier proposals.
There may be sone differences between the current proposa
and the earlier, | didn't even bother to check. But there's
one common thread that | do know, and that is it would
al ways enhance the overall class 4b price. The only protein
pricing programthat woul d make sense is one that is revenue
neutral .

The current class 4b pricing programis very
efficient. It provides for a reasonable price for class 4b
mlk to producers and a reasonable return on investnent for
cheese operations. And at the sanme tine it allows cheese
plants to operate protein prem umprograns to attract mlk
to cheese pl ants.

I f producers were paid the sane protein prem um

under state regul ation, such producers could ship their mlk
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to a fluid plant, a cheese plant, a powder plant and get the
sane price for that mlk. The incentive to ship high
protein mlk to a cheese plant woul d be gone.

Land O Lakes urges the Department to reject
proposals by the Alliance and Wstern United. The
Department needs to naintain the course. It is essential
that manufacturing operations realize a reasonable return on
i nvestrment. The Departnent's goals should be to naintain a
bal ance in net returns for cheese and for butter/powder
operations. And that's not true today. As | nentioned
earlier, it's easy to sell powder to the government. There
are fewrisks. Conpare this with what Land O Lakes did and
what Leprino has done with nozzarella operations. The risks
are very large. And that's an understatenent.

The yield proposals by Wstern United cannot be
justified. The current yield by the Departnent is very
realistic. The cheese yield should be predicated on the
conponents in the overall mlk supply in California.

W oppose the use of higher of support or CME
prices for cheese. The cost to nove cheese to CCCis
substantial. There is no way such a program nakes sense.

W di sagree on their position of powder and butter, as well.
It is our opinion that the market forces work to establish
CME prices necessary to cover the cost of marketing product

wi th the governnent.
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In our opinion the cost for marketing cheese wth
the governnent is nore expensive than it is for butter. And
the | east expensive commodity to nove to government is
powder .

The California weighted average powder price
reflects both comercial and government sales. It is not
necessary; it does not nake sense to use the concept of a
hi gher-of in the case of powder, either. The federal order
system uses the NASS price to establish class Il and IV
mlk inits federal orders.

HEARI NG OFFI CER ESTES: M. G uebel e, you have
about four minutes in case --

DR GRUEBELE: Ch, good grief. 1've got about 15
or 20 left.

The hi gher of the concept is not used.

The prices for cheese under the current class 4b
fornmula are very realistic. And | have sone conpari sons,
and | nmake the conparison with the current class Il price,
and I'll explain that later. But when | | ook at those, the
relationship is very reasonabl e conpared to the federa
order prices; 27 cents lower in the year 2000; 44 cents |ess
in 2002; 2001 was a very unusual year, butter prices
exceeded $2 and cheese was over $1.70. And for reasons |
cited earlier, because of MLC and all these other price

enhanci ng features, we're not going to see those kind of
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butter and cheese prices in the foreseeable future.

And, of course, there's also the matter of, and
want to nmake this point. The cheese plants in federa
orders can de-pool, easily. That's not practical for nost
of us in California.

Secondl y, the costs of manufacturing cheese are
| ower based upon our plant information in federal order
areas than in California. Third, there's the natter of
novi ng the cheese into the marketplace. So there are a | ot
of differences. And two-thirds of the population |ive east
of the M ssissippi.

The ot her thing about using the new federal order

reformprice, which a lot of people are doing, is that,

according to excellent sources in Washington -- went right
to the top, as a matter of fact -- not the President of the
United States, of course, but other people -- that there

will be challenges in the court. And there's no assurance
the new federal order programw |l ever be inplenmented in
its current form And we certainly don't know when that
wi || happen.

W do know how | ong court cases take; how
procrastinated those procedures are. So there is just no
guarantee at all that a new federal order reformprice would
be in existence in the year 2003. There's no assurance that

wi || happen. And the new fornula could be forced on federa
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order system

The other point | wanted to make, and in the
interest of time I'll just summarize it, California' s always
been a leader in the mlk pricing arena. The USDA does not
have nearly the kind of information California does, in
terns of cost information, to establish reasonabl e make
all owances. And as a result | think that it seems to be
obvious to nme that California ought to be a | eader in the
mlk pricing at the federal order pattern, their fornmulas in
line with ours, rather than the other way around.

The federal order has not recogni zed, as we heard
this norning, location economics in pricing of manufactured
dairy products. And, of course, | will say this, California
has done an excellent job of doing that in the past.

It nmakes no sense that the class IIl price should
be the same fromthe State of Washington to the New Engl and
States to the State of Florida. This does not happen for
ot her commodities. The Chicago Mercantil e Exchanges, both
in the cash and futures narket, recognize |ocation
econom cs. Prices vary from one geographic area to anot her
for other commodities |ike oranges, wheat, barley, corn; and
they reflect the econonmics of location. Yet the federa
order system does not recogni ze those kind of |ocations.

The California Departnment of Food and Agriculture

shoul d not have the responsibility to change its pricing
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policies to conpensate for the failures in the federal order
pricing policies.

In the interest of time we sinply support the
Departrmental findings for class 4a. How s that? Pretty
short.

And | will just sinply say that we, again, urge
the Departnment to stay the course. Do not raise the price
of milk going to class 4a -- 4b. But, if you raise any
price at all, it should be 4a, because they're out of
bal ance. And otherwise, if we don't nake the proper
adj ustnent we're going to encourage nore powder production
and | ess cheese production. And that's not good for the
dairy industry or producers or anybody else in California.

And that concludes ny testinony.

HEARI NG OFFI CER ESTES: Do we have Panel questions
for Dr. G uebel e?

SUPERVI SI NG AUDI TOR HUNTER:  Yes. Dr. G uebel e,
|'ve got two easy questions for you.

DR GRUEBELE: Ch, good. | hope they all stay
easy.

SUPERVI SI NG AUDI TOR HUNTER:  You' re tal ki ng about
page 3, | think on the bottom of the second page and the top
of the third page, return on investnent for cheese and for
powder. And you say the powder return investnment is quite a

bi t higher.
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DR. GRUEBELE: Yes.

SUPERVI SI NG AUDI TOR HUNTER:  Coul d you give us the
actual nunbers on that?

DR GRUEBELE: | do, but I'mnot going to share
themwi th you.

SUPERVI SI NG AUDI TOR HUNTER: Do you have then?

DR GRUEBELE: I'mnot -- yes, | do. Yes, | do.

SUPERVI SI NG AUDI TOR HUNTER. Ckay. In private?

DR GRUEBELE: [|I'mnot going to share them
publicly, put it that way.

SUPERVI SI NG AUDI TOR HUNTER: Al right, fair
enough. And the other question | have, on page 7, at the
top of the page, where you tal k about narketing costs as far
as selling cheese to the governnment. Could you kind of
expound on what type of marketing costs are invol ved?

DR GRUEBELE: One of the big factors, M. Hunter,
is the grading; seens to be a significant problem | guess
it's been years really since we've had to nove cheese to the
governnent. For sone reason there are nore probl ens being
encountered this tinme around than | certainly experienced
when | was at DCCA. And grading is a big problem
containers are a problem And, by the way, M. Prince has
specific information on this that I will include in the
post - heari ng record.

SUPERVI SI NG AUDI TOR HUNTER:  Ckay. How nuch
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freight costs? |Is that also higher?

DR GRUEBELE: Freight costs to the governnent?

SUPERVI SI NG AUDI TOR HUNTER: Right. Wo pays for
the freight?

DR GRUEBELE: It's fob to plant, yeah

SUPERVI SI NG AUDI TOR HUNTER. Al right, thank you

AGRI CULTURE ECONOM ST GOSSARD: M. Guebel e --
Dr. Guebele --

DR, GRUEBELE: Ch, thank you so rmuch. | worked so
hard for that degree

(Laughter.)

SENI OR AGRI CULTURE ECONOM ST ERBA:  You and ne,
bot h.

DR GRUEBELE: There you go. Dr. Erba.

AGRI CULTURE ECONOM ST GOSSARD: (n page 6 of your
testinmony, speaking to the Dairywonen's Associ ati on proposa
on flooring, you nentioned the cost of cheese to the CCCis
substantial. Under their proposal they do allow the narket
adjustnent to help defray that cost. Do you feel the narket
adj ustnent woul d not be sufficient to defray the additiona
cost of noving butter and cheese to the CCC?

DR, GRUEBELE: In ny opinion | think the nmarket
forces will automatically identify what those costs are. |
don't think we need to regulate that part of the business.

So | would urge the Departnent not to adopt even the
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proposal that has sone | esser-of, 3 cents, whatever they're
using. Let the narket forces work.

People are going to -- | marketed cheese when |
was at DCCA. And believe ne, we always took it, if it was
to our advantage to market cheese with the governnent, we
were selling cheese to Kraft at the tinme, | would indicate
to Kraft that if you want to buy our cheese here's what
you'll have to pay. That was the governnment price at that
particular point. That we had to cone out even with what we
coul d do with governmnent.

And so that was always the position | took. And
I"'msaying that's the way firms will act. They will market
with the governnment if that's the best option.

The only reason it's goi ng bel ow support --

AGRI CULTURE ECONOM ST GOSSARD:  Thank you, M. --

DR CGRUEBELE: Yeah, okay, okay. Al right.

AGRI CULTURE ECONOM ST GOSSARD:  -- Dr. Gruebel e.
Conti nui ng on page 6, point 8 you state the cheese yield
shoul d be predicated on the conponents in the overall mlk
supply in California.

DR GRUEBELE: That's true.

AGRI CULTURE ECONOM ST GOSSARD:  You don't think
it's appropriate to use the yield in vat test information
fromthe cost studies?

DR GRUEBELE: | do not.
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AGRI CULTURE ECONOM ST GOSSARD: Wiy not ?

DR GRUEBELE: Because | think it should reflect
the overall mlk supply rather than the milk supply that's
going into the cheese vats. Because that is milk that's
been sel ected by breed and ot herw se.

AGRI CULTURE ECONOM ST GOSSARD:  But the
manuf acturing cost that hel ps determ ne the nmanufacturing
cost allowance for class 4b is all predicated on nilk com ng
into cheese plants. And the 4b price --

DR GRUEBELE: Are you saying --

AGRI CULTURE ECONOM ST GOSSARD: -- only applies to
cheese plants. So why shouldn't the yield be specific to
cheese yields for cheese plants rather than on sone genera
test --

DR GRUEBELE: | fail to understand why, if you
have m |k which comes in with 3-6 and 8-6 or 8-8 or whatever
it is, some coming in at 8-4 and sone other solids-not-fat
percentage, why the cost of processing that mlk shoul d be
that different going into cheese or butter/powder.

| think it's conpletely different to say that we
ought to have a program which reflects the overall mlk
supply in terns of conponents because once we do that, we
establish a pricing program you know, the higher -- so
think that the prices, the yields for cheese should be

predi cated on the general milk supply, not on the vat
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yi el ds.

AGRI CULTURE ECONOM ST GOSSARD:  Let ne repeat ny
guestion and rephrase it. The nake all owance is based on
i nformation on cheese plants.

DR GRUEBELE: Yes.

AGRI CULTURE ECONOM ST GOSSARD:  The 4b fornul a
applies to cheese plants.

DR. GRUEBELE: Um hum

AGRI CULTURE ECONOM ST GOSSARD: G ven that, why
isn't it appropriate to use the yields fromthe cheese
pl ant s?

DR GRUEBELE: Because there have been a | ot of
programs to incentivize the higher yields, higher protein,
hi gher fat, higher solids-not-fat for mlk going to cheese,
that's why.

AGRI CULTURE ECONOM ST GOSSARD:  But doesn't that
all --

DR GRUEBELE: And that's been paid for by the
pl ants through the protein pricing prograns and the I|ike.

AGRI CULTURE ECONOM ST GOSSARD:  But doesn't that
al so then affect the cost in those plants, having different
conmponents of mlk gives you a higher yield and | owers your
cost because you have a higher yield?

DR GRUEBELE: Perhaps. And maybe we ought to

| ook at general mlk supply there, as well, for cost
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considerations, if that's the case.

AGRI CULTURE ECONOM ST GOSSARD:  Finally, at the
top of page 5 of your testinony, the 4b fornula shoul d
remai n unchanged until the Departnment is able to obtain
i nfformation on the average protein and the casein, as a
percent of protein, for California' s mlk supply.

Cal Poly University did a 12-nonth study of 13
plants in the State of California where they collected
i nformati on on protein, casein and casein as a percent of
protein. Wiy is that study not adequate to address your
i ssue?

DR GRUEBELE: Because it's a sanple. And because
when you get your average vat test on solids-not-fat for the
State of California, you include all mlk. And that's what
' msuggesting here. You need to know what the protein
content is, what the casein, percent of protein, is for al
mlk. And that doesn't exclude anybody.

AGRI CULTURE ECONOM ST GOSSARD: But - -

DR GRUEBELE: |I'mnot at all -- | haven't
eval uated everything that Cal Poly did, but | assune it was a
sanple. | don't think it was 100 percent of the mlKk.

AGRI CULTURE ECONOM ST GOSSARD:  And what's wrong
with a sanpl e?

DR GRUEBELE: It doesn't reflect the total

necessarily. | think it's an estinmate of the total, but it
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doesn't necessarily reflect the total

AGRI CULTURE ECONOM ST GOSSARD: Do you have any
enpirical data that woul d suggest the information generated
by CalPoly is not reflective of the average California mlk
supply --

DR GRUEBELE: | could look at it for the firns |
represent and maybe | could denonstrate that in a post-
hearing brief. 1'll be glad to do so.

AGRI CULTURE ECONOM ST GOSSARD:  Thank you very
nmuch.

SENI OR AGRI CULTURE ECONOM ST ERBA:  Dr. G uebel e,
your client -- pardon ne?

DR GRUEBELE: Dr. Erba.

SENI OR AGRI CULTURE ECONOM ST ERBA:  -- you client
processes cheese in at least two plants | know of, is that
correct?

DR CGRUEBELE. W process -- yes.

SENI OR AGRI CULTURE ECONOM ST ERBA:  And do they
al so process whey products?

DR GRUEBELE: Yes.

SENI OR AGRI CULTURE ECONOM ST ERBA:  What ki nds of
product s?

DR GRUEBELE: The whey products are
fractionated,in both cases.

SENI OR AGRI CULTURE ECONOM ST ERBA: How | ong have
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t hey been processing whey, do you know?

DR GRUEBELE: In the case of the plant three, it
was when | was there still, which was in the 1980s. |In the
case of Oland, of course that plant was acquired after |
left the organization, and | cannot say for sure, but |I'd be
glad to provide you with the information in a post-hearing
brief, specifically when they changed, or if they ever did
change, their procedure for processing whey in the Ol and
operation.

SENI OR AGRI CULTURE ECONOM ST ERBA:  kay, thank
you. On page 7 of your testinony you nake a point, one of
your second points in the paragraph, that it's highly likely
that the costs of manufacturing cheese are | ower in nost
federal order areas as conpared to California. Wat basis
do you have for making that --

DR GRUEBELE: | have that only on the basis of
t he manufacturing operations that Land O Lakes owns in the
upper m dwest.

SENI OR AGRI CULTURE ECONOM ST ERBA:  And it would
be your experience, at least with your client, that the
econom es of size do not conpensate for the higher input
costs?

DR GRUEBELE: In the cases that | have cited, it
appears that the costs are higher in California than they

are in the upper m dwest.
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SENI OR AGRI CULTURE ECONOM ST ERBA: (On a per - pound
basi s?

DR GRUEBELE: Yes.

SENI OR AGRI CULTURE ECONOM ST ERBA:  kay.

DAl RY MARKETI NG BRANCH CHI EF I KARI: Can | ask a
foll owup question on that? Wen you' re conparing the cost
is the age of the plant and the investnent in the plant
about the sane?

DR, GRUEBELE: No. The -- not necessarily, --

DAl RY MARKETI NG BRANCH CHI EF | KARI: Do you find
that the ol der --

DR GRUEBELE: -- they're older plants in the
m dwest, yeah

DAl RY MARKETI NG BRANCH CHIEF I KARI: -- plants are
| ess efficient?

DR GRUEBELE: There's sone |oss of efficiency
because they're older, yes. That is true. But the |abor
costs, other costs conpensate for sonme of those differences.
I will be glad to submt specific information in a post-
hearing brief on that.

DAl RY MARKETI NG BRANCH CHI EF I KARI:  And if you
could, could you put like plants together?

DR GRUEBELE: Sure.

SENI OR AGRI CULTURE ECONOM ST ERBA:  Just one | ast

question for me. On one of your final statenents it said in
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the interest of time we sinply support the Departnental
findings for class 4a. Wiat does that nean?

DR GRUEBELE: That's what it means.

SENI OR AGRI CULTURE ECONOM ST ERBA: But what
findings did we have?

DR GRUEBELE: GCkay, no, it neans that you have
| ooked at sone -- information; you have | ooked at the nake
al | onance, you've | ooked at cost-of-plant information. And
t he wei ghted average costs are | ower for powder than the
current nmake al l owance. The wei ghted average costs for
butter are higher than current nmake all owance

W do have sone concerns about the powder yield
information in particular because | have observed, ny client
knows this, as we've observed that the Departnent took into
consideration in the yield, consideration that all powder,
whet her it's off-grade or good grade, is handled the sane
way. And so we do have sone questions about the yield in
powder .

But other than that we recomend that you take
into consideration the findings that you, as a Departnent,
found for class 4a. And if you raise the price of class 4a
mlk it just nmeans that the difference between the return on
i nvestment for cheese and butter/powder have just been
reduced.

SENI OR AGRI CULTURE ECONOM ST ERBA:  You al so
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include in that the adjustnent factor that |ooks at the
di f ference between the CME price and what California
processors received, as also rel eased by the Departnent?
DR GRUEBELE: Ch, yes, that is true
SENI OR AGRI CULTURE ECONOM ST ERBA:  That woul d be
i ncl uded?

DR GRUEBELE: Yes, it would be included, yes,

SENI OR AGRI CULTURE ECONOM ST ERBA:  So the yields
ot her than powder, so just the yield on butter as rel eased
by the Depart nment ?

DR GRUEBELE: Right.

SENI OR AGRI CULTURE ECONOM ST ERBA:  The
manuf acturi ng cost all owances rel eased by the Departnent, |
assune the ones that are updated for both energy and | abor?

DR. GRUEBELE: Yes.

SENI OR AGRI CULTURE ECONOM ST ERBA:  And the
adj ustnent factor on butter?

DR GRUEBELE: Yes.

SENI OR AGRI CULTURE ECONOM ST ERBA: kay, thank
you.

HEARI NG OFFI CER ESTES: No further questions?
Thank you for your testinony today.

W're going to take a ten-mnute break at this

time. And we have, | believe, three nore wi tnesses before
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we concl ude today.

(Brief recess.)

HEARI NG OFFI CER ESTES: W are going back into
session to conclude this hearing. W will now take the
testinony of Sue Tayl or of Leprino Foods Company.

Wher eupon,

SUE TAYLOR
was called as a witness herein, and after first having been
duly sworn, was exam ned and testified as foll ows:

HEARI NG OFFI CER ESTES: And coul d you pl ease state
your nanme and spell your last nane for the record

M5. TAYLOR M/ nane is Sue Taylor, T-a-y-l-o0-r.

HEARI NG OFFI CER ESTES: And coul d you descri be the
organi zation that you represent and its nenbership.

MS. TAYLOR Leprino Foods is a proprietary cheese
maker, focusing on nozzarella, with 11 plants across the
country.

HEARI NG OFFI CER ESTES: And woul d you descri be the
process by which your testinony was devel oped and approved
for presentation today?

M5. TAYLOR |'mthe Vice President of Dairy
Policy and Procurenent, so |I'mthe person responsible for
formul ating our policy positions which are then reviewed by
our senior managenent team

11
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HEARI NG OFFI CER ESTES: | have a witten statenent
of your testinmony today. That will be entered in the record
as exhibit nunber 64. You've also presented a separate
docunment to us entitled, Dairy Plant Product Loss Analysis
utilizing effluent BOD. That will be entered in the record
as exhi bit nunber 64A. And you've also provided a separate
statement of C K --

M5. TAYLOR  Venkat

HEARI NG OFFI CER ESTES: What's that?

MS. TAYLOR  Just call him Venkat, nmakes it
easi er.

HEARI NG OFFI CER ESTES: | guess it's
Venkat achal an®?

M5. TAYLOR  Yes

HEARI NG OFFI CER ESTES:. Leprino Foods Conpany.
That will be entered into the record as exhi bit nunber 64B.
Qoviously he's not here to testify today, but his statenent
will be entered into the record for consideration by the
Panel .

So, please proceed with your testinony.

M5. TAYLOR | am Sue Taylor, Vice President of
Dairy Policy and Procurenent for Leprino Foods Conpany.
Leprino operates 11 plants in the United States.

| amtestifying today in support of Dairy

Institute of California's proposal for the class 4b fornul a.
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Thi s proposal is based upon sound economics and is supported
by objective anal ysis.

I"malso testifying today in opposition to the
class 4b formul a proposals put forth by the Aliance of
Western M1k Producers, Western United Dairynen, California
Dai rywonen and California Dairy Canpai gn. Each of these
proposals is technically flawed and would result in
regul ated price enhancenent that would send signals to an
al ready expandi ng producer sector to accel erate production
expansi on and, at the sanme tinme, woul d di scourage the
devel opnent of additional plant capacity to process and
mar ket the additional production

The regulated price of mlk in California nust
continue to be set based upon factors specific to
California. Because of the critical role that class 4
products play in marketing farmmlk beyond the borders of
California it is crucial that the price fornulas renmain
nmarket oriented reflecting the values of California
manuf act ured products.

To acconplish this the comodity prices used
shoul d be reflective of the commodity val ues of products
sold by California nmanufacturing plants. Yields should be
achi evabl e under nornmal plant operating conditions. And
make al | owances shoul d be set in the context of

manuf acturing costs identified through a cost study of
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plants within the state.

A further el aboration of these factors foll ows:
Product prices. The recent release of the prices received
by manufacturers of cheddar cheese, butter and nonfat dry
mlk in California fromJanuary 2001 through July of 2002
provi des useful information regarding the general price
| evel s for these products.

My general observation, however, it that the
average California price level, relative to the CVE, m ght
be slightly over-stated due to the CVE nmarket trends
i medi ately prior to January 2001 and toward the end of July
of 2002. In other words, the discount relative to the CVE
i s under-stated.

There's further elaboration on this issue that I'm
going to skip over and nove on to product vyields.

Formul a yi el ds should be based on yields that can
be reasonably achieved in the actual plant environnents.

Al t hough our general bias is to base fornula factors on
actual experience, data on rawnlk yields in Californiais
not available. Therefore, we support a Van Slyke yield
approach, nodified to reflect the mlk pricing system
applies to mlk conponents neasured at the farmrather than
in vat.

The yield data that is collected with the CDFA

cost studies is based on fortified vat yields. The use of
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fortified yield in valuing raw mlk is conceptually flawed
for several reasons. First, it effectively transfers the
value of the fortification ingredient to the value of mlk.
This is because fortification value is based on a separate
busi ness decision and is not a value inherent to the raw
m | k.

Second, the economics of fortification varies
seasonal |y and year to year as the relative value of raw
mlk and fortification ingredients fluctuate. Therefore,
capturing the net econom cs of one period and applying it
through the milk price fornmula over a future period is not
appropri ate.

Third, fortification ingredi ents cannot be assuned
to contain the sane casein to SNF ratio as the raw mlk from
which it was produced. As an exanple, in the footnote
point out that the UF milk that conmes typically out of New
Mexi co, and | think there's sone other dairies that are now
doing on-farmultrafiltration, that process would shift the
protein-to-SNF ratio fromroughly 37 percent up to over 63
percent.

Gven the variability of casein to SNF ratios
unl ess casein data is available for the fortified vats, the
yi el d data is neaningl ess.

Final Iy, many noneconom c factors influence the

ability of cheese nmakers to fortify mlk, including the
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vari ety of cheese being produced, quality control issues and
the seasonality of raw mlk conposition

For all these reasons the Departnment information
regarding fortified vat yields should be discarded for the
pur poses of establishing raw m |k yield expectations.

Rat her the cheddar yield should be determ ned
using the Van Sl yke cheddar yield formula nodified to
reflect plant operating reality. The Van Sl yke yield
formula is comonly used within the cheese industry to
eval uate plant performance and was designed to estimate the
amount of cheese that should be yielded froma given set of
m |k conponents in a vat.

However, the regulated mlk pricing system applies
to mlk neasured at producer weights and tests. Therefore,
the use of the Van Slyke formula for the purposes of pricing
farmmlk rmust include an adjustnent for |osses that occur
between the farmand the vat.

Qur experience in California is that plant
recei pts are, on average, .15 percent bel ow farm neasured
volumes. And there's an additional loss of fat fromfarmto
pl ant of approximately .015 pounds fat/cwt mlKk.

Addi tionally, significant conponent |osses occur
in plants even when using best nanagenent practices. These
| osses are associated with several aspects of plant

operations including production and the required cl eaning
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protocol s for food-grade products.

I f production | osses occur due to the propensity
of fat to cling to stainless during receiving, separation
and pasteurization, in piping, in other vessels throughout
t he cheese production and finishing process, and throughout
the way in whey creamrecovery and fini shing process.

Dr. Barbano of Cornell testified at the federa
order class Il hearing that fat |osses in the cheddaring
and pressing steps alone, in good operations, ranged from
1.5 to 2.5 percent.

Cl eaning protocols required in human food
manuf acturing environnments al so contribute to significant
in-plant | osses. Attached to ny testinony is a paper
witten by Bob Lenehan of EcolLab el aborating on EcolLab's
ongoi ng study of BOD loads in plant effluent. This expert
testimony, which was presented by M. Lenehan at the federa
order class Il hearing in May -- that should be 2000 rat her
than 2002 -- is based upon a study of effluent |eaving 51
cheese plants; and concluded that an average cheese pl ant
| oses 2.35 percent of the plant's BOD intake in its
ef fl uent.

Since mlk is virtually the only source of BOD
| oading in cheese plants, this 2.35 percent loss is believed
to be fully attributable to mlIk. This 2.35 percent |oss

present in the effluent understates the overall mlk
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conponent |l oss in plants because it does not account for the
hi gh BOD waste streans that are diverted to aninmal feed
I and application or other disposal nethods. The yields
assumed in the mlk price formulas nust be consistent with
t hese | osses.

Ski pping on to the support for the Dairy Institute
of California proposal. Bill Schiek clearly articulated in
his testinmony the basis for the factors in the Dairy
Institute of California proposal

The cheese nake al | owance and butter yield factors
in make all owance are based directly upon the recent studies
rel eased by the Departnment and do not warrant further
coment. | will further focus ny testinony on the conpl ex
factors of whey value and cheese yield.

Whey factor addition. Dr. Schiek clearly
denonstrated in his testinony that the Dairy Institute
proposal inplicitly captures an estinated sweet whey revenue
stream as part of the cheese price. Al though a whey factor
could explicitly be added to the fornula, the addition of
such a factor is unnecessary and should be rejected by the
Depart nment .

Many of Leprino's concerns regarding explicitly
i ncluding a whey factor in the 4b formula outlined in our
testinmony during the Septenber 3, 1997 and the March 28,

2001 hearings remain relevant today. Those points are
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el aborated on in ny witten testinony and I will not bel abor
themwi th an oral.

I"mnoving on to the mddle of page 5. If a whey
factor is added to the formula the nake all owance nust be a
m ni rum of 3.06 hi gher than the nonfat dry m |k make
al l onance. The practical inpossibility of devel oping a
Cal i forni a-based nmanufacturing cost study for sweet whey,
due to the lack of sufficient sweet whey processing
capacity, is a powerful argument agai nst the explicit
i nclusion of a whey factor in the 4b formul a.

However, if the Departnment decides to include a
whey factor in the 4b formula, the make all owance nust be a
m ni rum of 3.06 cents higher than the nonfat dry m |k make
all owance. This 3.06 cents is an estinmate of the additiona
energy, capital and depreciation costs associated with sweet
whey processing relative to nonfat dry m |k processing.

The anal ysi s supporting the 3.06 cents has been
submtted as witten testinony by Venkat of Leprino Foods.
The following is a sumary of Venkat's testinony.

Whey processing is simlar to nonfat dry mlk
processing to the extent that milk for both of these
products is processed through clarifiers for fines renoval,
separators for skimmng fat to an acceptable level, and is
| egal |y pasteurized in an HIST system

However, the difference beyond this point are very
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significant. 1In addition to all the processes required in
the production of nonfat dry mlk, whey powder production
requi res additional separation and pasteurization, a
crystallization process and a two-stage dryer. After the
initial pass-through of clarifier, separators and
pasteurizer prior to cheese production, the whey stream
com ng off the vats nust again pass through a clarifier
separator and pasteurizer a second tine. The solids |evel
of dilute whey is lower than that of dilute skim requiring
additional energy to concentrate the whey.

The additional energy costs, based upon the August
2002 rates published by CDFA, associated with the higher
evaporation requirenments equates to .516 cents per pound.
The refrigeration for the crystallizers equates to . 268
cents per pound. The additional dryer gas equates to .047
cents per pound. And the additional power required to power
t he additional equi pnment equates to .441 cents per pound.
The total of these additional energy costs is 1.273 cents
per pound.

The capital costs of additional equipnent required
in whey processing that is not required in nonfat dry mlk
production is 1.1 cents per pound. And the depreciation is
. 685 cents per pound. The 1.273 cents increnental energy
cost, the 1.1 cent increnental cost for capital, and the

. 685 cent additional depreciation total 3.058 cents per
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pound in costs associated with whey processing that are not
associ ated with nonfat dry m |k processing.

Since all nonfat dry milk production functions are
al so required in whey processing, this 3.06 cents per pound
nmust be conbined with a 15.12 cent per pound nonfat dry mlk
wei ght ed average cost fromthe cost study to establish a
whey cost estinmate of 18.18 cents per pound vyield.

As noted in ny earlier coments, the cheddar yield
in the fornula should be based on theoretical yields using a
nmet hodol ogy t hat recognizes that the formula was intended to
predict yields of vat conponents rather than farm
conponent s.

The fat retention factor of the Van Sl yke should
be 90 percent. The literature on cheddar yields and
testinmony by cheddar makers at various hearings indicates a
typical range in actual practice of 90 to 93 percent.

In past hearings we've been willing to accept a
retention assunption of 92 percent. However, the 92 percent
retention factor was being used in the context of a formula
that omtted whey val ue.

Several proposals being considered at this hearing
ei ther exclusively add a whey factor or cal culate an average
whey value to inplicitly add a whey factor. |f adopted,

t hese proposals would renove all room for over-stating

prices or yields or understating manufacturing all owances.
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Additionally, since this analysis is being done to
cal culate m ninumregul ated prices above which prem uns are
paid, the low end of the achi evabl e range shoul d be used.
Therefore 90 percent is the appropriate fat retention factor
for the class 4b fornul a.

Qopposition to Alliance of Western M Ik Producers,
Western United Dairynmen, California Dairywornen and
California Dairy Canpai gn proposals. Cpposition to addition
of whey factor. Leprino opposes the aspects of the Aliance
of Western M1k Producers, Wstern United Dairynen and CDC
proposal s that add a sweet whey factor to the class 4b
f or mul a.

Qpposition to Alliance protein pricing proposal
The proposal by the Alliance to allocate the SNF value to a
conbi nati on of protein and other solids should be rejected.
| mpl enenting protein pricing on the plant obligation side
whil e the Departnent |acks the technical capability to pay
producers on protein pricing would result in a significant
and harnful redistribution of incone from producers who have
i nvested in producing high protein mlk to those producers
who have not done so

Qpposition to Alliance yield proposals. The
Al li ance proposal suffers fromseveral significant errors.
Most troubling is the assunption that plants can capture in

finished product 102.5 percent of the fat that is neasured
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at the farm This assunption is buried in the protein price
f or mul a.

Specifically, the Alliance assunes that 92.5
percent of fat neasured at the farmis captured in the
cheddar cheese. That's the basis of the 1.3 factor
Because cheese nakers are already paying for the fat
conponent at the butter value, the protein fornula credits a
portion of that paynment agai nst the cheese yield val ue of
fat in the protein equation.

However, the Alliance proposal reduces the cheese
yield value of fat by only 90 percent of the fat conponent
price, leaving 10 percent of the fat measured at the farm
val ues at AA butter value. 92.5 percent captured in cheddar
plus 10 percent captured in AA butter equals 102.5 percent
of the farmfat.

The problens with pricing 2.5 percent nore fat
than is even neasured at the farmat the conbination of
cheddar and AA butter should be obvious. Conponents are
lost as mlk noves fromfarmto finished product, not
spont aneously creat ed.

Additionally, the assunption that fat recovered
fromthe whey stream can be used to produce AA butter is
erroneous. G ade AA butter cannot be produced from whey
cream |In fact, whey cream conmands a significantly | ower

mar ket val ue than sweet cream This was historically
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recogni zed by val uing whey creamrelative to the grade B
butter market, or discounted grade AA market. Leaving any
portion of the whey creamval ued at the AA butter val ue
severely overval ues the whey cream

Additionally, the fat |osses that occur throughout
t he production process are significant as indicated by the
EcoLab study. The volune of whey fat that is recoverable
fromwhey cream equates to roughly half of the fat not
captured in cheddar, if assunming a 90 percent fat retention

Qpposition to price floor. Leprino opposes the
California Dairywonen and California Dairy Canpai gn
proposals to floor the class 4b price. Al though we share
t he proponents' concerns regardi ng market prices falling
significantly bel ow support at tinmes, this proposal is
msguided in that it effectively asks California cheese
makers to should the costs of a dysfunctional federal dairy
support program Again, | previously testified on this
i ssue at another hearing. |'mgoing to skip forward, over
ny witten testinony, to the | ower part of page 9,
opposition to CDC s flexible make al |l owance proposal

The incorporation of a farmlevel cost of
production factoring the regul ated manufacturing prices
should be rejected. The dairy industry has no discipline on
over-production other than the price signals that are

delivered to the producers through the mlk price.
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The dairy price support programresults in an
open- ended market for certain nmanufactured products and
cooperatives typically guarantee a market for the nenbers
mlk with no limtation on growh. The prinmary governor on
m |1k supply increases cone fromthe interrelationship
between the mlk price and the farmcost of production. The
CDC proposal would nmute those narket signals that are
required for a supply side correction

California/federal order price alignnment. Sone of
the proposals subnmitted for this hearing justify price
enhanci ng proposals, in part, upon the recent federal order
class Il decision. Their theory is that |ower regul ated
California mlk prices are resulting in |ower prices
nationally. This theory does not hold up to basic economc
| ogi c.

It has been well established over the years that
cheese prices are determ ned by cheese supply and demand,
not by mlk prices. Cheese production is largely driven by
farmlevel mlk production in conpetitive balance with the
butter/powder conplex. Raising the mlk price in California
does not result in I essened conpetition fromCalifornia
produced manufactured products. In fact, the opposite is
t he case.

A study by the Food and Agriculture Policy

Research Institute several years ago found that increasing
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the California mlk price to federal |evels stinulates
additional mlk production. This mlk ultimately is
manuf actured i nto cheese and butter/powder, which further
depresses national commodity prices. These | ower
manuf act ured product values result in lower mlk prices.

Rai sing the manufactured mlk prices in California
al so does nothing to address the concerns of those plants
operating in the federal orders in the west. Their concerns
are rooted in the federal order system and nust be addressed
t hrough the federal order system

The recent class IIl decision achieves the bul k of
its price enhancenent through an assunption that all of the
fat that reaches the plant, but is not captured in cheddar
cheese, can be converted to grade AA butter. Interestingly,
they assune that all the sane fat goes through the vat
resulting in degradation of the fat to whey cream This is
a very significant and grave error in the federal system
But the California State order hearing is not the venue to
correct that error. Msery |oves conpany, but does not make
for good policy.

We urge the state to continue to recogni ze that
m | k produced and processed in California nmust be priced
relative to its market value which is related to the
fini shed product value, yields and costs in California, not

the raw product price el sewhere in the country.
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Many w t nesses have spoken powerful |y about the
need to maintain a nmarket-oriented mlk pricing system The
Dairy Institute proposal is based upon sound econonics and
mai ntains this market-oriented framework. The Depart nent
shoul d adopt the Dairy Institute proposal and reject the
proposal s put forth by the Alliance, Wstern United,
California Dai rywonen, and CDC.

This concludes ny witten testinony. | appreciate
the opportunity to provide input to the Departnment on these
very inportant issues, and respectfully request the
opportunity to file a post-hearing brief.

HEARI NG OFFI CER ESTES: Your request for a post-
hearing brief is granted.

Do we have Panel questions?

ACGRI CULTURE ECONOM ST GOSSARD:  An earlier w tness
asked the Departnent to consider using both barrel and bl ock
prices inits class 4b pricing formula, citing the fact that
about 45 percent of cheddar cheese in California is barre
t ype.

A second question cane up about the other 66
percent of the cheese, which is not cheddar

Lepri no makes nozzarella cheese and other Italian
cheeses. 1Is any of the cheese Leprino nmakes in California
priced off the barrel market?

M5. TAYLOR No, it is not. It's priced off the
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bl ock market .

AGRI CULTURE ECONOM ST GOSSARD: Ot her than barrel -
type cheeses, the -- 640s 500 pound barrels, are there any
cheeses -- what other cheeses use the barrel narket as the
price indicator?

MS. TAYLOR | amnot aware of any other cheeses
There nay be some industrial uses that do price relative to
the barrel nmarket, due to private contracts, but |'m not
aware of that.

AGRI CULTURE ECONOM ST GOSSARD:  As a consurmer, |
purchase a processed nozzarella cheese product -- food,
what ever the FDA requires on the | abel, nade by a previous
Wi tness' conpany. That processed nozzarella, however,
originally started off as a nozzarella that was priced off
the bl ock market rather than the barrel ?

M5. TAYLOR |I'mnot famliar with the product

AGRI CULTURE ECONOM ST GOSSARD:  Ch, okay. My
ot her questions specifically deal with your testinmony. On
page 2 of your testinony you reiterated sone of the reasons
that you feel that while the plant data is appropriate for
setting the make all owance, that the plant data is not
appropriate for establishing a yield.

Do you feel there's an inconsistency there?

MS. TAYLOR | would prefer to have clean plant

data to set yield, as well. But the fact is that we don't
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have that data. W don't have casein conposition for your
vat conposition on the yields. W also don't have the
protein premiuns that are paid in order to achi eve those
| evel s of casein in the vat.

| did have an illustration, | think, that shoul d
cause people to pause who mght not go directly off of your
data, relative to the potential distortions in the protein
to SNF rel ati onship, some of the fortifying ingredients, and
specifically ultra-filtered mlKk.

AGRI CULTURE ECONOM ST GOSSARD: At a previous
hearing for the Departnmental exhibit, the Department nade an
effort to break out fortification costs. Not only the
purchased products they're already in, buried; those were
broken out. W also added to fortification costs protein
prem umns.

Wul d data along that line help to address sone of
your concerns?

M5. TAYLOR It would be hel pful, however that
woul dn't overconme ny concerns. You still have the issue of
transferring value fromsonething that is not inherent to
raw mlk to the rawmlk, in using fortified vat yields of
any sort. You still have the issue of |lack of the casein
data so that you can't translate truly the m |k conmponent
relationship to the final yield.

AGRI CULTURE ECONOM ST GOSSARD:  The next two

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

127
gquestions are both on page 3. You talk about since the Van
Slyke is based on tests of mlk going into the vat, you
suggest that there should be additional adjustments to
represent ranch-to-plant |oss.

Are these the sane adjustnents that are currently
proposed in the final rule by USDA that was rel eased in
Novenber of 2002?

MS. TAYLOR No, they're slightly lower. They are
consistent with ny testinony at the federal order hearing,
however. The adjustnents incorporated in the federal order
side would be a quarter percent volunme |oss ranch-to-plant,
rather than .15 percent.

In the mlk sheds where we have larger dairies we
experience slightly [ower ranch-to-plant | osses. And so
|'ve advocated here .15 percent for the purposes of
California.

AGRI CULTURE ECONOM ST GOSSARD:  And with the fat
nunber of 0.015 pounds per fat would be the sane?

M5. TAYLOR  Yes, that's relatively consistent
across our system and we believe that that difference is
nostly attributable to the fat cling to stainless at the
farmand truck, going through.

AGRI CULTURE ECONOM ST GOSSARD: Al so on page 3 you
refer to the attachnment, which was entered as exhi bit nunber

64a, you're tal king about BOD | oads; you nention a | oss of
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2.35 percent. To the extent possible, listening to your
testinony and gl ancing over the attachment, | apologize if |
ask a foolish question, but | tried -- this is a measure of

the total BOD load coming into the plant fromthe protein,
fat and | actose, 2.35 percent of that load typically ends up
as an effluent.

M5. TAYLOR That's correct

AGRI CULTURE ECONOM ST GOSSARD:  But that doesn't
nmean that it's 2.35 percent of the fat, 2.35 percent of the
protein, 2.35 percent of the lactose. This is a single
nunber that |unps everything together

M5. TAYLOR That's correct.

AGRI CULTURE ECONOM ST GOSSARD:  Presunably the
2.35 percent is probably mainly |actose?

M5. TAYLOR | have no data to support the
al l ocation across the conponents.

AGRI CULTURE ECONOM ST GOSSARD:  Ckay. On page 5
of your testinmony you suggest that should the Departnent add
a whey factor with a manufacturing cost allowance, that you
bel i eve the all owance should be 3.06 cents above whatever
al l onance is established fromnonfat dry mlk.

An earlier witness for the Northwest Dairy
Associ ation suggested a figure of 2.6 cents. Wuld you care
to comment on the differences? Are they nore efficient than

you are?
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M5. TAYLOR No, in fact the 2.6 cents cane from
Venkat's testinony at the federal order hearing; and it is
avai | abl e over USDA s website.

The only difference between the 2.6 cents and the
3.06 cents here is this analysis that's subnitted for the
pur poses of the hearing today is based on California energy
costs. The analysis that established the 2.6 cents was
based on national energy costs as of the hearing in May of
2000.

AGRI CULTURE ECONOM ST GOSSARD:  So the 2.6 U. S
energy as of 2000. The 3.06 is California energy costs as
of 2002, 20037

M5. TAYLOR | used the August 2002 data published
by the Departnent.

AGRI CULTURE ECONOM ST GOSSARD:  Ckay. The fina
question relates to the California Dairywonmen' s Associ ation
page 8. Wth the understandi ng that under their proposal to
floor the price, using the freight adjustnent off the
support purchase price, and the fact that over five years it
generates 2 cents/cwt, on average, to the pool, do you, one,
still feel that that would be enough price enhancenent to
stinulate production? And is the freight adjustnent not
sufficient to cover the additional cost of nobving cheese to
t he gover nnent ?

MS. TAYLOR  The price enhancenment question, it's
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not a significant price enhancenent. However, that price
enhancenent is coming at the very tinme that the signa
shoul d be sent to the producers to cut back on production
So any price enhancenent at that tine prolongs the [ow price
period and is contrary to what we should be doing froma
policy perspective.

As far as whether the freight adjustnent
acconmodates all the costs of noving product to the
governnent, that highly depends on how effective USDA is in
i mpl ementing their program

In late 2000 they were very ineffective; and the
cost of noving product to the government, as | understand
it, becane very high due to a range of things. Labs that
weren't turning around test results; product that ended up
being held then for a period of nonths before USDA cl eared
it; and then finally rejected it, nmaking it unsuitable for
the conmerci al market because it had been packaged for USDA
been in that holding pattern for so | ong.

There are a nunmber of costs that shouldn't be a
part of the price support program of doing business with the
governnent. |f product is constantly noving to the
governnent, but because cheese typically doesn't nove to the
governnent, the cost of inplenmenting the support purchases
is far in excess of the old rule of thunb of 2 to 3 cents.

So, no, the freight adjustnment does not cover that
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cost .

AGRI CULTURE ECONOM ST GOSSARD: Thank you. | have
no further questions.

SUPERVI SI NG AUDI TOR HUNTER:  Yes, | have a coupl e
questions, Ms. Taylor. Coing back to that 3 cents, or 3.06
cents higher than nonfat dry mlk, were those costs, they
based on the whey plants that you have in California, or
cheese plants in California where you nake the whol e whey?

M5. TAYLOR No. W make WPC and | actose in
California. |If you have an opportunity to review Venkat's
testinony, he has over 40 years of industry experience,
including work with GEA -- the major designer and provider
of that whey equi pnent.

H s testinmony is based on nmuch of his experience
prior to joining Leprino, as well as there is sonme cost data
in here that's based on an estinmated two million pound a day
cheese plant. W do have two sweet whey operations in the
country. They're in the east. That's approximately the
size of both of those plants. That's why | suspect that did
serve --

SUPERVI SI NG AUDI TOR HUNTER:  Ckay.

MS. TAYLOR -- as a backdrop. And as | |ooked at
that and t hought about the applicability to today's hearing,
and the size of plants out here, the thing that got ne

confortable that it was still applicable is nmy sense is any
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of the sweet whey processing that does exist in California
is fromplants that are roughly that size. O snaller

SUPERVI SI NG AUDI TOR HUNTER:  But there's no
California costs in here, then is what you're saying, right?
It's all back east? So the cost could be higher or |ower in
California fromwhat he's saying?

MB. TAYLOR On --

SUPERVI SI NG AUDI TOR HUNTER:  Except for the energy
costs, our energy costs?

M5. TAYLOR Right. The testinony of Venkat is
based on the nmechanics of evaporating fluid, and so it --

SUPERVI SI NG AUDI TOR HUNTER: | got you. So it's
not -- it's not actual cost he's basing it on, he's basing
it on the current nonfat powder processing in a sense to
whey processing and the differences?

M5, TAYLOR It's strictly the energy costs
There are al so | abor costs, managenent costs in excess of
this that are not incorporated in here.

If you'd Iike to ook at page 4 of his testinony I
think it mght beconme nore clearer. The conposition is, |
believe M. Van Damreferenced, of dilute whey is |ower than
that of skim And so it requires greater water renoval
al nost si x pounds nore water to be renoved in order to get
that product up to 54 percent total solids.

There's a crystallization cost that's associ ated
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withit; it's a whole process that is associated with sweet
whey that's not associated with nonfat dry mlk. So there
are additional costs there.

And then both products, drying to 97 percent total
solids, we have a conparison there. He also breaks out the
addi ti onal power required for each of those operations.

SUPERVI SI NG AUDI TOR HUNTER.  Ckay, very good. The
ot her question | had, going back to the second page, |
believe, or the third page, I'msorry, and tal ki ng about the
Van Sl yke.

If we have the casein information in the fortified
vats how accurate would the Van Slyke be in that case? As
accurate as it always is?

MS. TAYLOR  Yes, that would actually be nore
precise than -- | nmean the typical use of the Van Slyke is
starting with a protein nunber. Casein is always nore
accurate than protein, but we don't typically test for
casein due to the difficulty of testing for casein.

But that --

SUPERVI SI NG AUDI TOR HUNTER: If it -- okay.

M5. TAYLOR -- that would take out some
addi tional slush factor.

SUPERVI SI NG AUDI TOR HUNTER.  Right, if we had the
protein nunbers in the fortified vats, the Van Sl yke formla

woul d be as accurate as it would be on just raw m|k? O
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pretty close?

M5. TAYLOR  The true protein woul d be preferable
because | believe that sonme of the fortification ingredients
may have a different |evel of nonprotein nitrogen that woul d
distort total protein nunbers

So if you had true protein nunbers, yes.

SUPERVI SI NG AUDI TOR HUNTER: Ckay. Thank you

SENI OR AGRI CULTURE ECONOM ST ERBA:  Ms. Taylor, if
we have actual data on California plant yields, California
fat tests why would we want to go to a theoretical fornula
i nstead of just using the information we have that's
specific to California?

M5. TAYLOR As | answered to M. Cossard's
question, it's because right now we don't have that clean
data. Because it's fortified data, which is problenmatic in
many ways.

SENI OR AGRI CULTURE ECONOM ST ERBA:  Your
di scussion of the difference between the CME price and the
NASS price you state that there's probably an overstat enent
of some sort. And the price that the California
manuf acturers' price, how much they received relative to the
CME. And you adnoni sh us to be m ndful of the overstatenent
when considering policy deliberations. W have it estinated
at 3.21 cents. How nuch |ower or higher should it be?

MS. TAYLOR | did not run through, because
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don't have the weekly data for California to really
establish the regression equation, | did not run through and
re-estimate. | suspect it's not a huge difference, but just
consistent with the mni mum pricing concept, consider that
there may be, | don't know, might be a tenth of a cent
difference. | really don't know. But consider that that's
not absolute black and white in your current analysis.

SENI OR AGRI CULTURE ECONOM ST ERBA:  (One fina
question. In discussing your opposition to the increase in
the cheese yield to 10.2, Wstern United and CDC both used
the Van Sl yke type approach. Were is it in their
reasoning, in their thought process, that they are naking
m st akes so that they're getting a nuch higher yield than
you think they ought to be getting?

MS. TAYLOR There are two aspects. They do not
recogni ze a ranch-to-plant loss. And the other is they have
a higher fat retention factor.

And, again, if we're going to be adding a whey
factor to the fornula it's very inportant that we set all
the factors at a level that's achievable by all plants in
the state, or the nmgjority of plants.

SENI OR AGRI CULTURE ECONOM ST ERBA:  Thank you.

DAI RY MARKETI NG BRANCH CHI EF | KARI: At the risk
of beating a dead horse I'mgoing to ask you a question

that's slightly different. You've testified, as Dr.
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QG uebel e has testified, to elimnate the use of fortified
vat in calculating yields. He's testified we should use the
average test of California mlk. Wat about the concept of
using the average test of the milk purchased by cheese
pl ant s?

MS. TAYLOR That's highly probl emati c because
that's incented mlk for which there's been prem uns paid
out to attract that higher protein mlk. The protein to SNF
rel ati onship going into cheese plants typically would be
well, just as a rule of thunb range, and this is just a gut,
| don't recall exactly what the Tong study might have said
on this, | always figure Hol steins protein/SNF ratios 36,
36.5 percent. And Jerseys can get up in the 42, 43 range.

DAI RY MARKETI NG BRANCH CHI EF | KARI: Ckay. But is
the m |k they purchase in running through their plants.

MS. TAYLOR Yes, it is, but they're purchasing
that with protein premuns. |If you were to capture that
into the regul ated pool, there would be no reason for those
Jersey shippers to ship to the cheese plants. And so they
woul d | ose that benefit and be paying for effectively the
hi gher protein mlk that they're not getting.

DAI RY MARKETI NG BRANCH CHI EF | KARI: Ckay. This
is just with respect to yields now, though

MS. TAYLOR By increasing the yields you're

renoving the ability of cheese plants to attract mlKk.
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AGRI CULTURE ECONOM ST GOSSARD: A followup to M.
I kari's last question. You responded by increasing the
yield you' re increasing the 4b price, lowering the potenti al
for premiuns. But that assumes increasing the yields with
no ot her adjustnents to the fornula, is that correct?

M5. TAYLOR That's correct.

AGRI CULTURE ECONOM ST GOSSARD:  Thank you.

HEARI NG OFFI CER ESTES: Have we concluded with the
questioning? Thank you for your testinony.

Next we have Geoffrey Vanden Heuvel of the MIk
Producers Council .

Before M. Vanden Heuvel testifies |I just wanted
to note that if there's anyone el se who wi shes to testify
today, please sign in at the back so that we know that you
wi sh to do so, because M. Vanden Heuvel is currently the
| ast witness that we have. And M. Marsh, | believe, wll
testify, so please sign in the back so that we have your
nane on the list, as we would |ike to have sone idea at this
time, as to which people, if any, wish to provide additional
t esti nony.

Wher eupon,

GECFFREY VANDEN HEUVEL
was called as a witness herein, and after first having been
duly sworn, was exam ned and testified as foll ows:

HEARI NG OFFI CER ESTES: Coul d you pl ease state
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your nanme and spell your last nanme for the record.

MR VANDEN HEUVEL: M nanme is Ceoffrey Vanden
Heuvel ; that's last nane is V, as in Victor, -a-n-d-, as in
David, -e-n He-u-v-, as in Victor, -e-I.

HEARI NG OFFI CER ESTES: All right, M. Vanden
Heuvel , could you pl ease descri be the organi zati on that you
are representing here today.

MR, VANDEN HEUVEL: Yes, |I'mrepresenting MIk
Producers Council which is a dairy producer trade
associ at i on.

HEARI NG OFFI CER ESTES: And how many nenbers do
you have in your organization?

MR VANDEN HEUVEL: About 175 nenbers, | ocated
primarily in southern and central California.

HEARI NG OFFI CER ESTES:. Wat was the process by
whi ch your testinony was devel oped and approved for
presentation here today?

MR VANDEN HEUVEL: It was based on policy
direction given by the Board of Directors at the Novenber
2002 board neeti ng.

HEARI NG OFFI CER ESTES: | have a witten statenent
of your proposed testinony today. It will be entered into
the record as exhibit nunber 65. And you nay now proceed
wi th your testinony.

MR, VANDEN HEUVEL: Thank you, M. Hearing Oficer
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and Menbers of the Panel. M nane is Geoffrey Vanden Heuvel
and |'ma dairy producer located in San Bernardi no County in
California.

At today's hearing there will be a great deal of
testinony, there has been, regarding the nechanics of the
class 4a and 4b fornmulas. Product vyields, product val ues
and nake all owances will all be discussed. And that is
entirely appropriate.

However, the overriding policy decision that mnust
be nmade by the Departnent is whether or not to nake a net
change in the producer price as a result of this hearing.
M1k Producers Council strongly believes that the gap
between the California 4a and 4b prices and t he conparabl e
federal mlk marketing order class Ill and IV prices nust be
significantly narrowed, if not elim nated.

The continuation of a significant gap between the
prices generated by these two systens will cause, in our
opinion, significant harmto the California dairy industry
for two reasons.

First, our neighbors in the west who are currently
subject to federal m |k marketing order regul ati on have nmade
it abundantly clear that if California persists in
mai ntai ni ng the existing large gap they nust seriously
consi der voting out the federal order system which would be

extremely destabilizing for the dairy industry in
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California.

Secondly, California's all mlk price is now
falling significantly below the all milk price in other
parts of the country, with mlk prices now falling bel ow
producers' cash cost of production for an extended period of
time. There's a growing risk of permanent danage to the
production capacity of California producers.

Especially at the bottom of the market cycle,
California producers cannot afford to fall so far behind the
mlk price revenue of the national dairy industry without
doi ng serious danmage to our equity position

Therefore, it is absolutely essential that the gap
between the California 4a and 4b prices and t he conparabl e
federal order prices be closed, and that is our goal. W
are convinced that once the Departnent receives the
i nformati on contained in the proposals and testinony at this
hearing the Departnent will have the tools to change the
California class 4a and 4b fornulas so that gap in the
federal order prices can be elimnated

The federal order class IIl price is now a western
price. It's inportant for us to realize that there has been
a fundanmental shift in the nature of how the federal order
establishes their class |1l price for cheese mlk. Up unti
a few years ago the basis for the federal order class I

price was what cheese plants in Mnnesota and W sconsin pay
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for unregulated grade B mlk in a very conpetitive
environnent. It was clainmed, with sonme justification, that
the MWprice and therefore the federal order class Il
price that was derived fromit was a mdwestern price and
t heref ore some gap between the California class 4b price and
the federal order class Ill price could be justified.

Now, however, the federal order class IIl price is
established with the use of a product value forrmula that is
based not on what cheese plants in the upper mdwest are
paying for mlk, but instead what cheese plants nationally
are receiving for cheese.

The NASS cheese price data shows that the |argest
per cent age of cheese that makes up the national cheese price
does not come from M nnesota and W sconsin sources.
Anecdotally we are told that the vast majority of the cheese
that makes up the NASS cheddar cheese price survey is
western cheese. The federal order class IIl price is now
driven by primarily a western cheese price

When you conpare the nonthly NASS cheese price
that drives the federal order class Ill fornula with the CME
40- pound bl ock price, less 1.2 cents, that drives the
California class 4b formula, you discover that over tine
they produce virtually identical results.

Using the 52 nonths of data contained in the

nmont hly cheese price table in the Departnent's exhibit, the
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di fference between the average of these two prices is |less
than .6 of a cent per pound of cheese. That is remarkable.
Clearly the product value price driving the California 4b
formul a and the NASS cheese price that drives the federa
order class IIl fornmula are in synch. 1'd just refer you to
that exhibit A

Because not only is it over the 52 nonths, but
even internally, on an annual basis, the difference between
the two prices, although different fromnonth to nonth, the
average, on an annual basis, is very very narrow. The
real i gnnent of the federal price has happened. And it is
now a western price. Very clearly.

CME minus 1.2 cents is the right product value for
cheese. Wiat is clear fromthe data is that there is a
strong and steady rel ati onship between what the California
4b fornula is using as its product value basis, and what
ends up beconing the NASS cheese price that drives the
federal order formula.

Therefore, it is quite safe to assune that
lowering the California basis off the CME, as is proposed by
sone at this hearing, will not only drag the California
price down, but will also Iikely drag the NASS price down,
as well. And so the whole point of that, which is to
sormehow or anot her account for a msalignment, will very

i kely not happen because of the very clear connection
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bet ween these two prices.

The California weighted average cheese price data,
the survey that the Departnent produced, is inconclusive.
Proponents of |owering the cheese price product value in the
4b formula cite the California weighted average cheese price
data that was conpiled by the Departnment as its
justification for change. A sinple observation of this
cheese price data reveals no discernible pattern or logic to
the nunbers that are produced. There are wide swings in the
di f ference between the CME price and what California plants
said they sold 40-pound bl ock cheddar for

This is in contrast to the California butter data
provided by the Departnment. The spread between California
butter prices and the CVE is nmuch nore consistent. The
range is narrower. And when | arger differences occur it
corresponds to larger nmarket price novenents.

But there are fundanental differences between the
nature of the butter business and the nature of the cheese
busi ness. For one thing, it's very likely that the five
cheese plants on this survey al so nake other types of cheese
than cheddar. Wile there may be different package sizes of
butter, butter is butter. Cheese, however, cones in
different varieties with 40-pound cheddar bl ocks being
typically on the bottom of the val ue scale

This fact gives the cheese plants the opportunity
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to get higher prices for their other types of cheese while
reporting lower prices for the 40-pound bl ocks. | |earned
sonething in testinony that | heard. This is called
bundl i ng, apparently. And so it's a practice that's used in
this industry.

But nore significantly is the fact that in the
year 2001 when the surveys showed that the gap between the
California 40-pound bl ock price and the CVE was the
greatest, dry whey prices were at very high levels. This
fact gave California cheese makers a trenendous opportunity
to increase their market share by di scounting their cheese.

John Jeter, the CEO and President of Hil mar
Cheese, explained how this strategy works at a hearing on
March 28, 2001. He said, and | quote, "Essentially what we
have done to stay conpetitive is to | ower our costs through
t he econonies of scale, COFAis privy to our costs over the
| ast 15 years, and to invest aggressively in the whey side
of our business so that we can get nore out of the mlk we
buy. If we would not have grown nore efficient through
effecti ve use of the econom es of scale, and if we woul d not
have devel oped an effective whey business, we woul d be out
of business or the business would be a fraction of the size
it is today, clear and sinple."

"The conbi nation of these two have allowed us to

grow the nmarket for California cheese throughout the United
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States. Had we not done these things we would not have been
conpetitive in the magjority of markets we are in today."

"Essentially we have | owered our prices over the
past 15 years to obtain key narkets for California cheese
and mlk. If we had not, we would not have been
conpetitive, and would not have grown. But just investing
in our cheese operations and | oweri ng our cheese
manuf acturi ng costs was not enough. W also had to invest
heavily in whey processing so that we could get nore val ue
fromthe mlk." End quote.

2001, with its high whey values, offered a gol den
opportunity, clearly taken, by California' s cheese makers
to, quote, "lower cheese prices" to quote, "obtain key
markets." End of quote.

VWhen whey prices dropped in the spring of 2002 so
did the gap between the California 40-pound bl ock price and
the CME price. See exhibit B. The California cheddar
cheese price data, as presented by the Departnent, cannot be
used as a justification for Iowering the cheese product
val ue basis off of the COME price used in the class 4b
f or nul a.

It's very clear that a price surface does stil
exi st and we've heard some tal k about that, M. Reinke
tal ked about, and others about this Cornell study. There is

a price surface. But we need to recogni ze that the federa
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order class Il has now shifted to the west and the mi dwest
are receiving prem unms over and above that. W had a couple
wi t nesses tal ked about premiuns in the midwest. They've
comtted to putting sone of that into post-hearing briefs
docunenting sone of the midwestern prem uns that are taking
pl ace.

The pricing surface exists; it just exists in
different fornms. Instead of the MWprice being a
m dwestern price, and we bei ng down bel ow t hat, our m nimum
price is now a western price where it used to be in prem uns
above that price.

Next, a value for whey solids should be added to
the 4b formula. It's quite clear fromthe information
devel oped by the Departnent that further processing of whey
solids into marketabl e products has becone the normfor
California' s cheese plants. While those cheese plants will
claimthat they invested in this technol ogy and shoul d
therefore keep all the profits, it's inportant to know that
California producers have invested sinmilar anounts of noney
into production efficiencies. Mrket forces require that
efficiencies be adopted in order to stay conpetitive.

Much of the cheese nmakers' margin is protected by
t he nmake al |l owance, and when new products are devel oped t hat
generate constant values in excess of their costs, the

regul ators are obligated to nake adjustnents to the formul as
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to account for those val ues.

While it is true that dry whey is not the
predom nat e product nade fromwhey solid streamin
California, it is also clear that dry whey represents the
| owest val ue market abl e product that can be nade fromthe
whey solid stream That's why both the federal order system
and the federal governnent support purchase program use dry
whey as the surrogate product to establish a whey stream
val ue for producers. MPC strongly supports the specifics of
the Western United Dairymen proposal to add a whey solids
val ue.

The 4b formul a cheese yield of ten pounds of
cheese from 100 pounds of 3.65 butter fat/8.78 solids-not-
fat is too | ow and should be increased. Mich will be said
in this hearing about the Van Sl yke cheese yield fornula.
MPC has, in the past, made those argunents, as well, and we
fully support Western United Dairynen's approach on this
i ssue.

According to the yield nunbers published by the
cost auditing branch, the average California cheddar cheese
yield is 10.71 pounds of cheese from 100 pounds of mlk,
testing 3.95 percent butterfat and 8.93 solids-not-fat at
36. 2 percent noi sture.

At the workshop the Departnent indicated that

nearly half the volune in the study was barrel cheese.
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Barrel cheese is typically made with | ow noi sture and
receives a noisture premiumto adjust it to 39 percent.

If we adjust the average California yield to 38
percent noisture, that increases the yield from10.71 to a
yield of 11.02 pounds of cheese from 100 pounds of mlk.

W have created a table, exhibit C, which conpares
what the current 4b fornula, which includes a 10-pound yield
frommlk, testing 3.65 and 8.78, what that produced in the
way of a 4b price, to what the 4b price would be if the
formula sinply used 11.02 pound yield for mlk testing 3.95
percent butterfat and 8.93 percent solids-not-fat.

What is very clear fromthis table is that the
formul a using the 10-pound yield generates nuch | ess val ue
than the yield that the Departnent is finding that
California cheese plants actually get. This is a very
strong indication that the 10-pound yield nunber used in the
current 4b fornula is too | ow and shoul d be rai sed.

Western United has proposed raising it to 10.2
pounds for mlk testing 3.65 and 8.78; MPC supports that
change. Interestingly, Dairy Institute, while showing a
9.98 yield, when they correct the noisture from37 to 38
percent, and you run the same Van Sl yke fornula that Bill
uses for the Dairy Institute with a higher noisture, it
conmes out to about a 10.14. Dr. Guebele had to concede a

10.12 in his usage of Van Sl yke.
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As to Ms. Taylor's assertion about the casein
levels in fortified vats, and in the reference to the New
Mexico ultra-filtrated mlk, the very interesting exanple.
To our know edge there's very little, if any, of this new
Mexico ultra-filtrated mlk that's ever gotten into a
California cheese vat. And it's hard to i magi ne that
there's enough of that to make a discernible difference in
the data the Departnent has devel oped. Forty percent of
California's mlk goes into cheese.

The Tong data shows a slightly higher casein |evel
in the anmount of mlk -- inthe mlk streamthat's going
into cheese plants, but not near to the levels that M.
Taylor seens to inply. So, | think that reference to the
New Mexico m |k needs to be substantiated with sonme evi dence
that that's a relevant thing for California.

The nake al | owance for cheese needs to be
reviewed. It seens that the manufacturing costs for cheese
pl ants have been reduced sonewhat. MPC generally supports
the Western United approach to nake al l owances. There's a
coupl e of points here about |osses picked up. 1In the |osses
that exist, it's our understanding, are picked up, product
| osses, in the manufacturing costs, because the
manuf acturing cost unit tracks the mlk fromthe farm al
the way to the finished product. And so we think that those

| osses are already accounted for in the manufacturing costs.
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The gap between California 4a prices and the
federal order class |V also needs to be elimnated. The gap
between the California 4a price and the federal order class
IV price gets less attention than does the 4b gap, but in
sone ways it is even nore damagi ng

The generosity of the current 4a forrmula is
creating a trenendous incentive to nake powder. Wen the
maki ng of powder becones the nost profitable option for
mlk, as appears to be the case currently, then the
regul ation creates a distorted nmarket signal. Powder is in
chronic national over-supply; it is not wise for California
to give California s powder makers the kind of raw product
cost advantage that exists in the current 4a fornmula.

M|k Producers Council strongly supports the
specifics of the Western United proposal on class 4a, and
appl auds themfor their remarkable courage in naking this
pr oposal

HEARI NG OFFI CER ESTES: You have four mnutes, M.
Vanden Heuvel .

MR VANDEN HEUVEL: Ckay. The challenge, we are
little concerned in terns of the make al |l owance that there
have been sone chall enges, both by CDI and the Dairy
Institute on the validity of the Departnent's cost figures.

We rely on those cost figures and there's an awf ul

ot of history that goes on behind that cost. As we

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

151
understand, the Departnment has had outside people | ook at
t he met hodol ogy, and has given the Departnent high marks on
the quality of that cost data. So, we're concerned about
that; want to nmake note of that.

W also want to make note of the fact that while
the | abor and energy costs were updated for 2002, apparently
there seemto be quite a bit nore volunme of product that was
processed by manufacturing plants in 2002. So, the cost
dollars were added. W' re concerned that they nmay have
overstated the 2002 costs because the vol unes were not al so
updated. So you got costs spread over greater volunes --
costs coul d have dropped.

On the other proposals the Dai rywonen proposa
shoul d al so be adopted. MPC strongly supports the proposa
by the California Dairywnen to floor the commodity value in
the 4a and 4b formulas at the federal support purchase
price. The Commobdity Credit Corporation stands ready,
willing and able to purchase all butter and powder and
cheese that's offered to it. And it is a legitinmte market
price.

I f processors decide to sell their product to
soreone el se at a cheaper price, they should not be able to
transfer the cost of that discount to the producer

The California Dairy Canpaign variabl e nmake

al | onance proposal has nmerit. One of the major flaws of
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both the California and the federal order butter, powder and
cheese nmlk fornmulas is that they have a fixed nargin for
the plants regardl ess of the price the end product is sold
for. 1In effect, the processor is inoculated fromthe market
si gnal s.

The CDC vari abl e nake al | owance proposal seeks to
put a market signal nechanisminto the 4a and 4b fornul as.
We support this in concept, and urge the Departnent to
seriously look at creating a nore direct market signal for
processors in the 4a and 5b fornul as.

The Alliance 4b proposal achieve the right result.
W appl aud the bottomine of the Alliance proposal. The net
effect of the Alliance proposal is to close the gap between
California 4b price and the federal order class Il price,
and that's our goal, as well.

MPC is still skeptical about noving to a protein
pricing systemfor 4b which seens to be the underlying goa
of the Alliance proposal. Protein pricing mlk in the
regulated formula in California would have broad
i mpl i cations which deserve nmuch nore scrutiny than can be
given at this tine.

The Dairy Institute proposal for howto deal wth
the whey solids streamis interesting. MPC is happy that
the Dairy Institute has finally acknow edged that the val ue

of the whey solids stream needs to sonehow be acknow edged
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inthe class 4b formula. And so we appreciate that they
acknow edge that. W don't necessarily agree with their
appr oach.

In conclusion the California dairy industry has
reached a new phase. W have had a nunber of conpetitive
advant ages that we have used over the years to grow our
i ndustry. W have better weather; a |large popul ati on; good
quality alfalfa. And nost inportantly, some of the nost
progressive producers in the world.

W have al so benefitted from having a state-
controlled mlk pricing systemthat could very efficiently
create an incentive to expand processing capacity by
mani pul ating the class 4a and 4b formul as.

But times have changed. Sone of our nost
progressive producers have taken what they've learned in
California and set up shop in other parts of the country
where the weather is worse, the feed is cheaper, and the
price of mlk is higher.

The growi ng population in California is beginning
to inmpact us. Their demands for water and for higher
envi ronnental scrutiny have already begun to drive up our
cost of production. This will only continue.

The reallocation of water fromtraditional farmng
areas to the urban population will nean that feed will

continue to be nore expensive. The dairy industries in our
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nei ghboring states are no longer willing to sinply be quiet
about our generous plant margin policies. They seemthem as
unfair and undernmining the entire regulated mlk pricing
systemin the west.

California is no longer an island. W're part of
the national dairy industry. This is a crucial nonent for
the Departnment and for California. |s our policy going to
change? This hearing has provided the tools for change.

MPC strongly urges the Departnment to adopt a hearing finding
that elimnates the price gap between California and the
federal order system

There is one other thing | wanted to address.
Dairy Institute has a very interesting quote on the bottom
of page 2, Bill said, "lIncreasing the regulated price now
will only send a signal for dairymen to produce nore,
prol onging the period of low farmmnilk prices we are now
experi enci ng. "

| think Western United very clearly outlined what
this hearing is really about in their testinony on page 1
They said, "these extrenme | ow prices have been coupled with
hi gher feed costs putting many producers in extrene
financial distress with no reprieve in the near future."

"Qur petition will not solve the situation, but it
wi Il make certain that the correct level of revenues are

paid into the pool and distributed to producers.”
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This hearing is about the correct |evel of
revenues. That's what it's about.

I'd be happy to answer any questions, and | woul d
request the opportunity to file a post-hearing brief.

HEARI NG OFFI CER ESTES: Your request is granted.
Do we have any questions fromthe Panel ?

SENI OR AGRI CULTURE ECONOM ST ERBA: | have j ust
one question. M. Vanden Heuvel, you nentioned the idea of
a cheese mlk price surface. And | wasn't sure where you
fell down on that. Do you believe one exists, or that one

does not exist?

MR VANDEN HEUVEL: | believe one absol utely does
exist. It currently exists. The NASS price that -- the
price that drives the federal order class IlIl fornula is a

western price. And the mninmumfederal order price thenis
based on the western price

And as we heard froma nunber of w tnesses, in the
upper mdwest there are significant prem uns that are being
pai d over and above this class Il price by the cheese
plants. And it's in that where the price surface is
creat ed.

SENI OR AGRI CULTURE ECONOM ST ERBA: I f you believe
a price surface exists, then how do you reconcile that with
your statenent that we need to narrow the gap between the

federal price and the California price? Aren't you
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essentially flattening it out then?

MR VANDEN HEUVEL: The price surface exists, and
in California -- the price in the west, the federal order
mninmumprice in the west is bel ow what cheese pl ants pay,
even that are subject to federal order requirenents in the
west, our neighboring states. |It's |less than what cheese
plants in the east have to pay; because they're paid
significant prem unms over the federal order prices in the
east .

And then California has an even greater advantage.
If we elimnate the gap between the federal order class Il
and the California 4b, we will conme up to where the other
western plants are in the west; and we will reduce somewhat
the difference between California and the upper mn dwest.

But the prem uns that are being tal ked about in
t he upper m dwest, no one's proposing getting anything close
to filling that gap.

SENI OR AGRI CULTURE ECONOM ST ERBA:  Thank you.

AGRI CULTURE ECONOM ST GOSSARD: M. Vanden Heuvel ,
on page 5 of your testinony where you are addressing the
Dai rywonen's proposal for price floor, you say it is
certainly appropriate for support purchase price floor be
put back into the 4a formula.

And just after that you say that flooring in

cheese product value in 4b could very well have the effect

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

157
of flooring the NASS cheese price.

One way to read that paragraph is that you are
pushing a little stronger for flooring 4a than the 4b. So
wanted to clarify that. Do you feel both should be fl oored,
or do you feel stronger about flooring one rather than the
ot her?

MR VANDEN HEUVEL: Yeah, the reference is that
historically we have floored 4a. So we ought to reinstitute
that 4a. And we should also floor 4b.

AGRI CULTURE ECONOM ST GOSSARD:  Thank you.

DAl RY MARKETI NG BRANCH CHI EF | KARI: | have a
question, Ceoff, in terns of the variable nake all owance
proposal. You say it has nmerit. Just so that | understand
where you're coming from do you support inplenmentation of
the California Dairy Canpaign's proposal on variable nake
al | onance?

MR, VANDEN HEUVEL: | don't have the authority to
say | support that specific proposal

DAl RY MARKETI NG BRANCH CHI EF I KARI:  You like the
concept ?

MR VANDEN HEUVEL: | think the concept has sone
real nmerit. | think there's sone -- there's just a rea
flaw in the way we've constructed our product value formulas
that you got this fixed nmarket for the manufacturers. So

all of the burden of balancing the supply is falling onto
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the producer. And it's a very indirect way.

And so there needs to be sone signal also sent to
processors. The processors are not without the ability to
af fect prices and supply and demand. And yet our systens
are designed to essentially inoculate them And | think
it's a fundanental flaw that we need to address.

And CDC has put forward an idea. And | think we
need to give it much nore serious consideration than | think
people are giving it.

DAl RY MARKETI NG BRANCH CHI EF | KARI:  Ckay.

HEARI NG OFFI CER ESTES: Do we have any ot her
guestions? Thank you for your testinony.

MR VANDEN HEUVEL: Thank you.

HEARI NG OFFI CER ESTES: And | believe -- do we
have anyone el se signed up to testify, other than M ke
Mar sh?

Ckay, our last two witnesses today will be Jim
Tillison and M ke Marsh. They were involved in the
presentation of the petitions yesterday, but they also are
entitled to speak during the public coment period if they
are inclined to do so

So, first we'll take JimTillison, and then we'll
conclude with Mke Marsh, if that's agreeable to the two of
you.

Wher eupon,
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JAMES E. TILLI SON
was recalled as a witness herein, and having been previously
duly sworn, was exanined and testified further as follows:

MR TILLISON: I'mstill under oath, | assune?

HEARI NG OFFI CER ESTES: Yes, you are.

MR TILLISON. | just wanted to nmake a
clarification that | think apparently it was not evident in
nmy testinony.

There have been references how our proposal will
nove noney from producers with high protein and that sort of
thing. In our petition we made it very clear that until the
Department is ready to collect and pay out on the basis of
protein, that our fornmula would be used to calculate a
solids-not-fat val ue based on 3.1 percent protein and 5.9
percent other solids to determ ne the value of solids-not-
fat.

When the Departnment has the capability of paying
out for protein, as was the case in the proposal we w thdrew
a coupl e years ago, our intent is that producers wth high
protein would receive the highest value for their mlk. In
ot her words, we would pay out on the same basis as it was
paid in.

Thank you.

HEARI NG OFFI CER ESTES: Do we have any questions?

AGRI CULTURE ECONOM ST GOSSARD:  Thank you for that
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clarification.

HEARI NG OFFI CER ESTES: Thank you for your
testinony. And M. Marsh, you have the privilege of
providing the testinony to conclude our proceedings today.
Wher eupon,

M CHAEL L.H MARSH
was recalled as a witness herein, and having been previously
duly sworn, was exam ned and testified further as foll ows:

MR MARSH  Thank you. On behalf of the Board of
Directors of Western United Dairymen |1'd like to thank you,
M. Hearing Oficer, and the individual Menbers of the
Hearing Panel for your tinme and attention in this hearing.

I'd also like to thank the many partici pants who
testified at this hearing, even those whose testinony has
been at odds w th our own.

I would Iike to thank Secretary Bill Lyons for
calling this hearing based upon the petition of Wstern
United Dairynen. W again encourage the Secretary to adopt
the proposals contained in our petition. And our coments
and rebuttal will be reserved for a post-hearing brief.

HEARI NG OFFI CER ESTES: Thank you.

MR MARSH  Thank you.

HEARI NG OFFI CER ESTES: And that concl udes our
heari ng t oday.

The Departnent, upon receipt of post-hearing
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briefs, will consider the testinony and all other
rel evant -- post-hearing briefs, testinmony and all other
relevant materials. And will render a decision consistent
with the statutory and regul atory authority.

So the hearing is now concluded at 12:44 p.m

(Whereupon, at 12:44 p.m, the hearing was

adj our ned.)

--000- -

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



162
CERTI FI CATE OF REPORTER

I, JAMES F. PETERS, a Certified Shorthand
Reporter, of the State of California, and Registered
progressional Reporter, do hereby certify:

That | ama disinterested person herein; that the
foregoi ng Departnent of Food and Agriculture hearing was
recorded under ny supervision, transcribed in typewiting,
and thereafter personally proofread by nme, James F. Peters,
a Certified Shorthand Reporter of the State of California.

| further certify that | am not counsel or
attorney for any of the parties in this matter, nor in any
way interested in the outcone of said neeting.

IN WTNESS WHEREOF, | have hereunto set ny hand

this:

DATE

JAMES F. PETERS, CSR, RPR
Certified Shorthand Reporter

Li cense No. 10063

PETERS SHORTHAND REPORTI NG CORPCORATI ON  (916) 362-2345



